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FOREWORD
This book covers the full range of popular benefit and welfare plans currently used by closely held
businesses to assemble attractive, tax-wise employee compensation packages. Its objective is to enable
CPAs in public practice and industry to advise closely-held-business clients or employers on how to
enhance employee compensation in the most tax-effective manner.

The fringe benefits reviewed have been chosen and carefully tailored to match the typical closely held
business' organization, financial situation, and characteristics. Discussion of compensation strategies
employed by larger corporations, such as stock option plans, is avoided.

We would like to thank James R. Hamill, CPA, Ph.D. of the University of New Mexico, Albuquerque, NM,
for writing this book.
We would also like to thank Robert J. Dema, CPA, President, CPI Qualified Plan Consultants, Inc.,
Great Bend, KS, and Henry A. Smith III, Esq., Smith & Downey, Baltimore, MD, for their technical
reviews of the course on which this book is based.

Mary Schantz
Vice President, Product Development.
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CHAPTER 1
CAFETERIA PLANS

CHAPTER OVERVIEW

After an introductory section, this chapter will discuss how a cafeteria plan operates, including who can
participate, how elections are made and changed, and what benefits can be selected. Then, the more
technical aspects of cafeteria plans will be addressed, including the nondiscrimination provisions,
procedures of plan adoption, and reporting requirements.

INTRODUCTION
Definition

A cafeteria plan is a written plan under which:
•

All participants are employees; and

•

The participants may choose between two or more benefits consisting of cash and qualified benefits
[Sec. 125(d)(1)].

In simple terms, a cafeteria plan permits employees to choose to receive cash, which would be immediately
taxable, or nontaxable benefits. Without Section 125, the employee would be in constructive receipt of any
benefits that could be received in lieu of cash, even if the cash were selected. The term "cafeteria" plan is
intended to evoke thoughts of employees moving through a cafeteria line, selecting only those items that
appeal to them. Each employee has a certain amount of money to spend, and they can each spend so as to
maximize their own enjoyment.

Cafeteria Plans in Practice
How Much Choice Should Be Offered? In practice, cafeteria plans do not offer as much choice as one
might think if the metaphor linking choice of benefits to choice of food were literal. A cafeteria serving
food can offer much more choice if it serves 2,000 customers daily than if it serves only 20 daily.
Similarly, many small employers find that it is too costly to offer a wide variety of benefit options under
a cafeteria plan.

If a cafeteria plan permits employees to allocate existing compensation dollars among nontaxable benefits, there
is no direct salary cost to the employer. So the cost to the employer is the administrative cost of offering the plan.

Possible Payroll Tax Savings. Administrative costs differ among various benefits that can be offered in a
cafeteria plan, and obviously can be expected to increase as the number of available choices increases. One
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cost savings available: many nontaxable fringes offered in a cafeteria plan can save payroll taxes. The
employer can offset the cost of offering the plan with the payroll tax savings realized from employee
choices of nontaxable fringes.

Premium-Only Plans as Cost Savers. Many employers, particularly those with few employees, adopt a
cafeteria plan with one purpose: to permit employees to pay medical insurance premiums and possibly other
non-reimbursed medical expenses with pre-tax dollars. The employee's only choice would be cash or payment
of medical insurance premiums. Such a plan can minimize the employer's administration costs while offering
the employees tax savings on an essential benefit. So a cafeteria plan can be simple or very complex.

Cafeteria Plans and Small Employers. A survey of employers with fewer than 500 employees indicated
that less than 31% offered employees a cafeteria plan. This survey is evidence that small employers are
missing out on the opportunity to pyramid the benefits of fringe benefits to their employees. A significant
number of a CPA's clients would be candidates for discussions of cafeteria plan benefits.

This chapter will describe the key features of a cafeteria plan to assist the practitioner in advising clients
considering adoption of such a plan, or those who have already adopted one.

Advantages of a Cafeteria Plan

Choice of Benefits. The most significant advantage of a cafeteria plan is selection. As discussed below,
surveys indicate that individual employees have vastly different preferences for fringe benefits depending
on their personal situation. The ability to choose a benefits package tailored to the employee can be very
valuable to an employee, and thereby to the employer.
Employee fringe benefits are adopted to attract, motivate, and retain employees. These are the same
objectives of any compensation arrangement, but all employees like cash because it can be spent as they
please. Employees expect a certain level of fringes in addition to cash, and a cafeteria arrangement allows
choice, a benefit similar to cash.

Fringes vs. Cash. If employees mainly want choice, why not simply give them all cash, eliminating fringes
entirely? The answer is that fringe benefits offer the advantage of nontaxability. If the employee
"purchases" a nontaxable fringe through a cafeteria plan, he or she generally does so with pre-tax dollars.

Section 125, dealing with cafeteria plans, generally provides that the ability to choose will not make an
otherwise nontaxable fringe taxable. Of course, securing this favorable tax result requires adherence to the
statutory requirements of Section 125 and related Code provisions.

Employee Tax Advantages. A cafeteria plan can offer the employee the following tax advantages:
•
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•

Salary reductions allocated to nontaxable benefits are not included in gross income. The result is that
purchased benefits are acquired with pre-tax dollars.

Employer Tax Advantages. The plan can offer the following tax advantages to the employer:
•

Salary reductions allocated to nontaxable benefits are not subject to the employer FICA and FUTA taxes;

•

Depending on state law, workers' compensation taxes may be reduced;

•

Reduced compensation may reduce the employer's required contribution to a qualified plan. This
depends on how compensation is defined under the plan.

Disadvantages

The principal disadvantages of a cafeteria plan are:
•

Administrative costs;

•

The tax-related costs imposed by required adherence to statutory provisions governing cafeteria plans;

•

Use-it or lose-it principle: any allocated moneys not used within a year must be forfeited.

Administrative costs can be controlled to some extent by limiting the available choices. Larger employers
can offer more choices because administrative costs tend to exhibit economies of scale.

Tax law imposes the following requirements or restrictions on cafeteria plans:
•

Limits on who can participate;

•

Limits on how and when choices must be made (and changed);

•

Limits on what benefits can be included in the plan;

•

Limits on discrimination in favor of highly compensated and key employees; and

•

Recordkeeping and disclosure requirements.

These tax-imposed restrictions apply to all plans, and both large and small employers must consider the
costs and their ability to conform to these requirements before a decision to adopt a plan is made.

Health Plan Discrimination. Many fringe benefits can be offered on a tax-free basis to designated highly
compensated or key employees only if they are also offered to rank-and-file employees. Although statutory
fringes often have their own nondiscrimination rules, additional nondiscrimination requirements can apply
when the benefit is offered in a cafeteria plan.
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Accident and health plans, as detailed in Chapter 5, can be offered on a discriminatory basis if not self
insured. However, such an arrangement in a cafeteria plan must conform with the nondiscrimination
requirements of Section 125. This is an important consideration for an employer who intends to offer a
health and accident plan that might be discriminatory.

Unused Benefits Must Be Forfeited. A final disadvantage of a cafeteria arrangement is the "use-it-or-loseit" principle. Cafeteria plans are relatively new with Section 125 enacted as part of the 1978 Revenue Act.
Early on, creative advisors and employers adopted plans that permitted an employee to allocate a certain
amount of compensation to purchase a fringe benefit, such as medical expense reimbursements. If the
employee did not fully "spend" the amount allocated to the fringe, the employer would refund the
difference in cash, or apply it to subsequent year expenses.

What was the big problem with these refunds? The Treasury Department feared that if this approach
became widespread, all employees would pay medical expenses with pre-tax dollars. The ability to receive
a refund of unused amounts meant that the employee would bear no risk for allocating the highest possible
amount to medical costs. Any actual expenses would be reimbursed with pre-tax dollars and any excess in
the employee's account would not be forfeited. Thus, each employee would have a personal savings
account with which to pay medical expenses using pre-tax dollars.
In 1984, Treasury announced that any allocated amounts not used within the year must be forfeited. Thus,
employees must carefully estimate how much to allocate to items that may fluctuate from year-to-year, such
as medical expenses. An employee who allocates too much to such expenditures may be dissatisfied with
the plan when unexpended amounts are forfeited.

Of course, this is not a concern for expenses that can be estimated with reasonable accuracy, such as
medical insurance premiums or dependent care expenses. Also, the dissatisfaction can be reduced with
clear communication before the employee makes choices under the plan.

Some advisors still suggest that a carefully structured plan can permit employees to receive refunds of
unused benefits. The practitioner should be wary when clients indicate that they have been told that they
can have their cake and eat it too.

PARTICIPATION AND ELECTION PROVISIONS

Who Can Participate in a Cafeteria Plan?
As mentioned earlier, all participants in a cafeteria plan must be employees. Proposed regulations include
former employees in the eligible group. For this purpose, a self-employed individual is not an employee.
This may seem obvious, but for other benefits, such as a simplified employee pension, a self-employed
individual is treated as his or her own employer. As provided in Section 7701(a)(20), a full-time insurance
salesman will be treated as an employee for purposes of certain Section 125 benefits.
Leased employees are treated as employees based upon the rules of Section 414(n). To qualify, the leased
employee must perform services on a substantially full-time basis as part of an agreement between the
employer and a third party, with the agreement lasting a minimum of one year. Also, the services must be
of a type historically performed by employees of the service recipient. The Section 414(n) safe harbor
4
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which exempts leased employees if the lessor provides a plan does not apply for purposes of Section 125
[see Sec. 414(n)(1), (n)(2), and (n)(3)(C)].

Controlled Groups. Employees of controlled group members, affiliated service groups, or a group of
trades or businesses under common control must be aggregated as a single employer [Sec. 125(g)(4),
referencing Sec. 414(b), (c) and (m)].

The controlled group rules are important in nondiscrimination testing. Employees (as defined above) of
parent-subsidiary groups, brother-sister groups, and affiliated service groups must be aggregated for
nondiscrimination testing. Also, unincorporated businesses under common control must be aggregated.
Example 1-1: Ken owns an automobile dealership with many employees performing a variety of
functions, such as finance, management, sales, and service. Ken would like to offer a benefit to only
certain highly-compensated finance and management employees. He forms two corporations, and
employs finance and management personnel in one corporation, and all other employees in the
other. Ken owns 100% of both entities. The objective is to offer the nontaxable benefit only in the
corporation which employs the "favored" employees, circumventing the nondiscrimination rules.

It won’t work. The two corporations will be brother-sister under Section 1563, and the nondiscrimination
testing must be done by aggregating the employees of both corporations.
Example 1-2: Dr. Kidland and Dr. Gardie operate a medical practice as a partnership. They would
like to obtain certain nontaxable fringe benefits, but not include employees of the partnership. Dr.
Kidland and Dr. Gardie each forms her own professional corporation, and each P.C. is a 50%
general partner in the partnership. The doctors then attempt to offer fringe benefits within their
respective corporations, while excluding employees of the partnership.
This won't work either. The partnership and the professional corporations will be part of an affiliated
service group, and all employees must be included in nondiscrimination testing.

Partners and 2% S Corporation Shareholders. Partners and more-than-2% shareholders in an S
corporation are not eligible to participate in a cafeteria plan, although the partnership or the S corporation
may offer such a plan for other employees.
Chapter 7 discusses the tax treatment of partners and S corporation shareholders in more detail. Certain
fringe benefits can be offered to partners and more-than-2% shareholders, but they cannot be offered
through a cafeteria plan.

How the Choice of Benefits Is Made
By definition, a cafeteria plan must permit the employee to choose between two or more benefits. The
choice of benefits must be made prior to the start of the plan year, and generally cannot be changed. If the
employee elects to allocate compensation to the purchase of a benefit, the allocated amount is forfeited if
the employee does not actually use the benefit.
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Salary Reduction Arrangements. The plan may provide that employee choices be made through salary
reduction, where the employees agree to reduce their compensation in exchange for purchasing benefits
under the plan. Salary reductions must be agreed to before the amounts are actually or constructively
received, and are treated as employer contributions [Prop. Reg. 1.125-1, Q&A 6].

Example 1-3: Rhonda allocates $100 per month to a medical expense reimbursement account
maintained as part of her employer's cafeteria plan. Under this arrangement, if Rhonda incurs
unreimbursed medical costs, she submits a claim for reimbursement, and the claim is paid from the
$100 monthly allocation. The plan provides that reimbursements may be received for expenses
incurred from July 1 to June 30 of each plan year.

During the current plan year, Rhonda incurs only $980 of unreimbursed expenses qualifying for
reimbursement. The remaining $220 ($1200 annual allocation—$980 reimbursements) is forfeited at the
end of the plan year.
The result in Example 1-3 is called the "use-it-or-lose-it" principle. For expenses that can vary in amount
from year to year, the taxpayer takes a gamble: if the allocation is too high, amounts can be forfeited, if too
low, the full benefits of pre-tax payments are not realized.
Did Rhonda get a bad deal in Example 1-3? Probably not, if the question concerns whether she should
have participated in the plan. The reimbursed expenses were paid with pre-tax dollars. Pre-tax includes
federal income tax, FICA taxes, and possibly state taxes. Depending on her personal tax situation, the
$220 in forfeited benefits could easily be exceeded by the overall tax savings attributable to $980 of pre
tax benefit payments.
Of course, with perfect foresight, Rhonda could have received a better deal from the plan, but practical
realities of the incidence of medical costs require that she take some risk.

Surveys indicate that approximately 10% of all employees forfeit health care allocations, with the forfeiture
averaging $100.

Ability to Change Election Annually. A cafeteria plan requires that the benefit election be made prior to
the start of the plan year. This does not preclude a change in benefits selection from year to year. The
employee's personal situation can change dramatically over time, and it is likely that most employees will
want to shift their benefits allocation to some extent.

The employer can require a new election to be made for each plan year. Alternatively, the employer can
notify the employee that it is possible to change the benefit choice, but if no change is specifically
indicated, the prior year's selection will continue unchanged. That is, the new election can be either:
•

A required affirmative choice of benefits allocation, or

•

A default election, where the prior allocation will continue unchanged unless the employee specifically
indicates otherwise.

Of course, in either case, the employee must have reasonable notification and adequate time to make an
election. Proper notification may be particularly important if no action binds the employee to the prior
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year's choice. If the plan permits choice among many benefits, each benefit should be offered on the same
timetable, so that only one election is required each year.

Circumstances Permitting a Change in Election. The requirements that an employee use a benefit or
lose it, and that an election cannot be modified during the plan year, are both designed to impose a risk on
the employee. This employee risk is necessary to create the risk-sharing feature of any insurance-type
benefit. If the employee could receive, in cash, the value of any unused benefits, the arrangement would
operate like a savings account to fund benefits with pre-tax dollars and the revenue loss to the Treasury
could be enormous.

Refer again to Example 1-3, where Rhonda was forced to estimate the amount of unreimbursed medical
expenses she would incur in the coming plan year. If she could alter her election during the year, she
could come much closer to the actual amount of expense to be incurred. The greater the employee's
ability to specifically target the actual cost of each benefit, the greater the revenue loss to the treasury. In
the extreme, all employees would pay for all benefits with pre-tax dollars, which is the economic
equivalent of a full tax deduction.
The risk that certain expenses, such as medical, will vary in amount cannot be changed by a benefit
election. The only question is who bears the risk that the actual amount differs from the employee's
estimate—the employee or the government. Unlimited ability to alter elections would shift risk from the
employee to the government. Since cafeteria plans offer significant advantages to the employee, Congress
justifiably enacted legislation to prevent the employee from shifting all risk to the government.

While it may seem fair to require the employee to assume some risk in return for the reward received, there
are some circumstances that an employee cannot anticipate. Changing personal circumstances can
significantly affect the employee's preferences for benefits.

Ability to Change Election. The following circumstances will permit the employee to revoke an existing
election of benefits choice and make a new one within a single plan year:
•

Marriage or divorce;

•

Death of a spouse or a child;

•

Birth or adoption of a child;

•

Termination or commencement of employment of a spouse;

•

Switching from full-time to part-time employment by the employee or the employee's spouse;

•

Switching from part-time to full-time employment by the employee or the employee's spouse;

•

A court ordered change in coverage, such as an ERISA qualified medical support order [Temp. Reg.
1.125-4T(d)].
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•

To conform with a change in health benefits enrollment permitted by the Health Insurance Portability
and Accountability Act of 1996 [Temp. Reg. 1.125-4T(b)].

•

The employee, spouse, or a dependent becomes eligible for medicare or medicaid [Temp. Reg. 1.125-4T(e)].

•

Taking an unpaid leave of absence by the employee or the employee's spouse;

•

A significant change in the health coverage of the employee or the employee's spouse attributable to the
spouse's employment [Prop. Reg. 1.125-2, Q&A 6(c)].

•

A significant change in the cost or coverage offered by an independent, third-party provider of health
care under the plan [Prop. Reg. 1.125-2T, Q&A, 6(b)].

Many of the above changes are related to health coverage. For example, it can be expected that the birth of
a child would change the employee's preferences for health coverage, as would a divorce or marriage.

The change in benefit election must be consistent with the change in personal situation. This requires that
the benefit change be necessary or appropriate as a result of the change in family status.

Unanswered Questions of Change in Status. The list of areas where a change in family status would
justify a change in election does not appear to be intended as all-inclusive. Related changes justifying a
change could include:
•

A change in employment or marriage status of a dependent of the employee;

•

A change in dependent status of a child of the employee;

•

A paid leave of absence, such as an employer who makes up the difference in pay for an employee
called to active duty military service.

Whether a change in election in the above situations would be permitted is not clear.

Change in Tax Treatment Does Not Permit Election Change. An employee will often select a particular
benefit because the attractive tax treatment reduces the true cost of the benefit. If the tax law changes this
treatment in the middle of the plan year, the employee may not revoke the election and make a new one.
The following instances from previous law changes illustrate this principle:
•

Elective Cosmetic Surgery. The 1990 Tax Act eliminated the deductibility of plastic surgery undertaken
strictly for cosmetic purposes. An employee who had selected a large allocation of benefits to unreimbursed
medical care for the purpose of elective plastic surgery would not be able to change the election.

•

Dependent Care Expenses. The 1988 Tax Act reduced the age of qualifying children for dependent care
expenses from 15 to 13. A taxpayer selecting dependent care expense reimbursements for a 14-year-old
would be precluded from changing the election in the year of the tax change.
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The prohibition against changing elections for tax law changes is unfortunate since it is Congress that forces
the change on the taxpayer. It simply points out a risk factor that the employee must be willing to accept.

PERMITTED BENEFITS
Generally, a cafeteria plan can offer the employee a choice between cash and nontaxable fringe benefits.
However, certain nontaxable fringes are either unavailable or limited as part of a cafeteria arrangement.

Chapters 5 and 6 provide a detailed discussion of nontaxable fringe benefits. The discussion in Chapter 1
will be limited in scope, except where specific tax law provisions may either limit choice or affect the
employee's willingness to choose such a benefit.

Benefits That Can Be Offered

The following benefits are permissible under a cafeteria plan:
•

Cash. This is obviously taxable as received.

•

Health and accident insurance, including dental insurance [Secs. 105 and 106]. The coverage can
include the employee, and the employee's spouse and dependents.

•

Disability insurance and accidental death and dismemberment insurance. The coverage can include the
employee, and the employee's spouse and dependents.

— Caution Regarding Disability Coverage. The consequence of a pre-tax choice of disability coverage
is that disability payments are fully taxable when received. If the plan permits disability coverage to
be purchased on both a pre-tax and an after-tax basis, the portion of coverage purchased by the
employer and the employee must be calculated [Prop. Reg. 1.105-1(e)].
Generally, part of each disability payment will be considered employer provided (taxable) and part will be
employee provided (tax-free). The employer could provide that pre-tax and post-tax coverage is purchased
under separate plans for purposes of Sections 105 and 106, making it easier to determine the status of
future payments.
•

Group term life insurance. Temporary Regulation 1.125-2T, Q&A 1(a) notes this can include insurance
on the life of the employee's spouse or children. However, see the discussion below regarding the
impact of Section 132 exclusions.
— Taxable Group Term Life Can be Offered. Generally, a cafeteria plan permits the choice between cash
and nontaxable benefits. Group term life insurance is nontaxable provided the death benefit does not
exceed $50,000 [Sec. 79(a)(1)]. A taxable benefit can be received under a cafeteria plan, provided the
only reason the group term coverage is taxable is that the death benefit exceeds $50,000.

•

Medical reimbursements for non-insured benefits under Section 105(h).
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•

Dependent care assistance payments under Section 129. Reimbursements must be included on the W-2
form, and the reimbursements are excluded from income only if the information required for the
dependent care credit is provided on the employee's return.

•

Elective contributions under a Section 401(k) plan. (See Chapter 4 for a discussion of such plans.) No
other deferred compensation can be offered. Section 125(d)(2) generally excludes any form of deferred
compensation from the list of qualified benefits under a cafeteria plan. However, an exception exists for
401(k) plan contributions. (Another limited exception exists for certain plans maintained by educational
institutions.)

•

Elective paid vacation days. This permits the employee to receive more or fewer vacation days than are
provided on a nonelective basis. Actual vacation days used are first considered to be nonelective days.
[Sec. 125(f) and Prop. Reg. 1.125-2 Q&A 4].

Employees may generally have the right to carry forward any unused vacation days from one year to the next.
If vacation time can be purchased as part of a cafeteria plan, the employee stands to lose any vacation time not
used during the current year. That is, the purchased benefit (vacation days) must be used or forfeited.

Nonelective vacation days are considered to be used before any elective days. Similarly, if the employee
has the right to sell any vacation time, the days are considered to be elective, even if no days are sold. Thus,
unused days could be forfeited at the end of the year.
The receipt of cash would be taxable, but would be permitted because it would not allow the employee to
defer compensation attributable to the vacation time. The cash-out option imposes an administrative burden
on the employer to timely identify unused vacation time, which can be difficult when employees choose to
use vacation days during the year-end holiday season.

Benefits That Cannot Be Offered
The following nontaxable benefits cannot be offered as part of a cafeteria plan:
•

Qualified scholarships under Section 117.

•

Educational assistance payments under Section 127. (Note that this benefit will expire for undergraduate
courses beginning after May 31,2000. The exclusion is no longer available for graduate courses).

•

Meals and lodging furnished for the convenience of the employer.

•

The "catch-all" fringe benefits offered under Section 132. These include qualified employee discounts,
working condition fringes, no additional cost fringes, and de minimis fringes.

In IRS Notice 89-110, 1989-2 C.B. 447, the IRS clarified that spouse or dependent life insurance of up to
$2,000 would be excludable under Section 132. As a result, dependent life insurance cannot be offered as
part of a cafeteria plan. (IRS Notice 89-110 permitted such benefits on an after-tax basis through plan years
ending on or before December 31, 1991.)
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Flexible Spending Accounts

A flexible spending arrangement (FSA) offered as part of a cafeteria plan involves an employee election to
reduce salary, with pro rata salary reductions credited to a reimbursement account. The account is then used
to reimburse the employee for qualified expenses incurred. A separate account must be established for each
type of qualifying expense.

Example 1-4: Jack's employer maintains a cafeteria plan that includes unreimbursed medical
expenses and dependent care expenses as qualifying benefits. Through a salary reduction arrangement,
Jack elects to contribute $100 per month to a health care reimbursement account and $200 per
month to a dependent care reimbursement account. As Jack incurs qualifying expenses, he submits
a reimbursement claim to the employer, who pays the claim from the separate account. Jack has
converted his payments from after-tax to pre-tax as a result of the FSA arrangement.

Maximum Reimbursement Rule. The maximum amount allocated to the reimbursement account must
generally be available throughout the year, regardless of the amount actually subtracted from the
employee's pay as of the date of reimbursement. The FSA must generally be in effect for a 12-month
period, with the result that the maximum allocation to the account can be readily determined.
The maximum reimbursement rule does not apply for dependent care expense accounts. Since dependent
care expenses can be estimated with much greater accuracy than most expenses, this is generally not a
concern for the employee.
Example 1-5: Assume that in Example 1-4, Jack incurs $500 of unreimbursed qualifying medical
expenses in the second month of the plan year. At the time that Jack submits his claim for
reimbursement, only $200 has been deposited in the account.

The employer must reimburse the full $500. Of course, the employer would never reimburse more than
$1200 for the entire year, as that is the maximum amount Jack will deposit in the account [Prop. Reg.
1.125-2, Q&A 7(a)].

Possible Employer Risk. The employer may be left "holding the bag" if the employee terminates
employment at a time when the reimbursed expense exceeds the amount deposited to the employee's FSA
account. Because the employer is required to reimburse the full amount that the employee has designated as
a health care reimbursement, the employer's risk may be high because of the way health insurance
reimbursements typically occur.
For example, if an employee is responsible for a $500 deductible and an 80% copayment for expenses
above the deductible, the employee's share of health costs would be expected to be front-ended during the
year. FSA reimbursement requests would then occur with greater frequency early in the year, and a
termination of employment prior to the year-end could result in a loss to the employer. This is a concern of
an FSA account that cannot be remedied through the tax law. The employer could permit the employee to
continue coverage for the remainder of the year to mitigate this risk (although this must be at the
employee's option) could limit the maximum FSA reimbursement (for example, $3,000 limit for
allocations to a health care FSA), or could restrict reimbursements for large medical expenses that can be
preplanned, such as orthodontia work.
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Required Documentation by Employee. A reimbursement cannot be made unless the expenses were
incurred within the coverage period and are verified by a written statement from an independent third-party
provider. In addition, the employee must certify that the amounts will not be reimbursed by another party.

Example 1-6: To receive a reimbursement for the $500 in expenses identified in Example 1-5, Jack
submits a bill from his physician for $500. Jack also certifies that the expense is not eligible for
reimbursement from some other party, such as his health insurance plan.

FSA and Experience Gains. When an employee elects to contribute to the FSA, he or she should
carefully, and conservatively, calculate their medical, and dependent care, expenses for the covered period.
If the employee doesn’t spend as much as he or she has contributed for the covered period, the excess
remains in the employer’s FSA and the employee has “lost it”—hence, the use it or lose it principle. The
“lost” amounts become “experience gains” for the employer who may use these funds to offset
administrative expenses of maintaining an FSA for its employees or may redistribute these funds to the
participant’s accounts. The distribution to the participants must be based upon the number of participants
and not consider the amount of their contributions; the denominator for calculating the distribution of the
experience gains would simply be the number of participants. In most cases, experience gains are kept by
the employer and used to offset the administrative costs.

Qualified Medical Care Expenses. It is not always clear what medical expenses are deductible under
Section 213. The reimbursement must relate to deductible medical expenses, and the employer may need to
determine if the claim is a valid one.

For example, in Letter Ruling 8919009, the IRS ruled that fees for a childbirth preparation class were
generally deductible under Section 213, but that the portion of the class dealing with early pregnancy was not
deductible. Class hours devoted to Lamaze instruction, and to labor and delivery instructions and procedures
were qualified. The fee was required to be allocated based on the number of hours of instruction. This ruling
was requested with respect to a reimbursement account under the mother's cafeteria plan.

If Medical Costs are Deductible, Who Needs a Cafeteria Plan? Although only deductible medical costs
can be reimbursed, few individuals ever receive a tax benefit from paying such costs. In the most recent tax
year, less than one-third of all individual tax returns filed itemized deductions. Even for itemizers, few
satisfy the 7.5% of AGI threshold for claiming a deduction (10% for AMT). Those taxpayers who itemize
and whose expenses exceed the AGI hurdle still pay with after-FICA dollars.

A reimbursement account, therefore, is virtually unbeatable as a way of paying medical costs on a pre-tax
basis. The only downside: the risk of losing amounts not expended within the plan year.

Family and Medical Leave Act

Under the Family and Medical Leave Act (FMLA), an employer with at least 50 employees must allow
employees up to 12 weeks of unpaid leave for family needs or for medical emergencies. The employer must
also continue to offer health insurance for employees on leave. There is no requirement that non-health
benefits continue to be offered, although the employee must be able to reinstate any such benefits upon
returning to employment.
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Proposed Regulations Section 1.125-3 provides guidance for FMLA absences of employees covered by a
cafeteria plan. An employee on FMLA leave may revoke health coverage elections during the absence. If the
employee decides to continue health coverage, the employee must continue to pay whatever share of the costs
that he or she paid before the leave. The employer's plan may provide for one of three payment options:

1. The plan may allow the employee to choose to prepay for health coverage. However, the prepayment
option may not be the only option available to the employee, and is not available at all if the employee
continues to receive pay during the absence. If the employee is cashing out unused sick time or vacation
time, the medical benefits may be paid on a pre-tax basis from the wage payments.
2. The plan may permit the employee to continue to make payments on the same schedule as if he or she
had continued employment. The payment schedule may also correspond to the employer's payment
schedule for COBRA benefits offered to terminated employees. If the employee is not receiving wages
during the leave, payments are made on an after-tax basis. If employees on leave for reasons other than
FMLA are allowed to use this option, it must also be available to FMLA employees.
3. The employer may permit the employee to make the payments from wages received after the leave has
ended. This "catch-up" option requires the employer to pay the costs during the leave and allows the
employee's payments following the leave to be made on a pre-tax basis. An employer who chooses to
offer this option must also offer at least one other option, unless employees on leave for reasons other
than FMLA must use the catch-up option.

If the employee is paid his normal wages during the FMLA leave, then the health costs must be paid under
the normal method (for example, reduction of wages).

Premium Conversion Plans: Pre-Tax Only?

One of the more common and more attractive uses of a cafeteria plan is a premium conversion plan. If the
employer provides insurance, including medical, dental, group-term life, or disability, the premium
payments are "converted" from employee after-tax to pre-tax payments. This would apply to the portion of
the premiums paid by the employee.

Tax Savings Can Offset Administrative Costs. A premium conversion plan is simple to administer, and
it may be the only benefit offered under the plan. The employer benefits by reducing FICA payments,
which could offset the administrative costs of offering the plan. The employee benefits from reducing
FICA, federal income tax, and perhaps state income tax payments. Many employers limit employee
payments to pre-tax for administrative convenience.

What Benefits Do Employees Want?
If an employer intends to offer a variety of benefits under a cafeteria plan, it is important to understand
what benefits the employees want. True, the advantage of a cafeteria plan is the ability for each employee to
pass on those items they do not want, but the employer's costs act as a constraint on the number of choices
available. A food cafeteria would not offer 20 entrees, and an employer must set a limit on the number of
available choices.
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Practically, the permissible statutory benefits set an upper limit on the number of benefits that can be offered.
Communication with employees would be the best way to limit available choices from the permissible benefits.

CAFETERIA PLAN REQUIREMENTS

To qualify as a cafeteria plan under Section 125, the plan:
•

Must be in writing, with specified provisions,

•

Must satisfy certain recordkeeping and reporting requirements, and

•

Must not discriminate in favor of highly compensated or key employees.

Consequences of Failing Plan Requirements

•

If the plan does not meet the definition of a qualified cafeteria plan, then all participants are taxed on
the value of all benefits received.

•

If only the nondiscrimination requirement is failed, then highly compensated employees are taxed on
benefits received; all other employees receive the tax-free benefits of the plan.

The subsequent sections will address each of these requirements in more detail.

Written Plan Requirement

Section 125(d)(1) defines a cafeteria plan as a written plan offering employees a choice between two or
more qualified benefits. Proposed Regulations elaborate on the requirement for a written plan, indicating
that it must include, at a minimum, the following information:
•

A specific description of each of the benefits available under the plan, including the periods during
which the benefits are provided;

•

The eligibility rules with respect to participation;

•

The procedures governing elections under the plan. This must include
— the time period in which the election must be made,
— the periods to which the election will be effective, and

— the extent to which revocations will be permitted.
•
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•

The maximum amount of employer contributions available to any plan participant; and

•

The year on which the plan operates [Prop. Reg. 1.125-1, Q&A 3].

Proposed Regulation 1.125-2, Q&A 3, clarifies that the maximum contribution specification requirement
cannot be satisfied unless the plan specifies:
•

The maximum dollar amount or the maximum percentage of compensation that may be contributed as
elective contributions; or

•

The method for determining the maximum dollar or percentage amount.

Incorporation of Other Documents. The plan document need not be self-contained, and can incorporate
by reference other relevant documents. The plan document would include terms and conditions under
which the benefits can be selected, but can refer to other benefits documents for more specific provisions,
for example, the employer's health plan.

Plan Cannot Discriminate
If a plan is discriminatory, but meets all other requirements for a cafeteria plan, only highly compensated or
key employees, or both, will be adversely affected. Section 125(b) provides two possible results if the plan
is discriminatory:
•

If the plan discriminates in favor of highly compensated employees, the highly compensated will
include in income the value of any benefit they could have received for the tax year in which the plan
year ends. The plan cannot favor the highly compensated as to eligibility to participate or as to
contributions and benefits.

•

If more than 25% of the statutory qualified benefits are offered to key employees during the year, the
key employees will include in income the value of any benefits they could have received for the tax
year in which the plan year ends.

Note: In addition to the nondiscrimination and key employee tests, the benefits actually offered under
the plan must satisfy any nondiscrimination requirements imposed by the tax law for such benefits to be
nontaxable.
This imposes two levels of nondiscrimination testing for benefits offered under a cafeteria arrangement. As
a result, health coverage offered under a non-self-insured plan that can generally be offered on a
discriminatory basis (see detailed discussion in Chapter 5) becomes subject to nondiscrimination
requirements if the health benefits are offered through a cafeteria plan.

Highly Compensated Discrimination Test

Definition of Highly Compensated. A highly compensated participant is one who satisfies one or more of
the following definitions:
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•

An officer;

•

A shareholder owning more than 5% of the voting power or the value of all classes of stock of the employer;

•

A highly compensated person;

•

A spouse or a dependent of a person satisfying any of the first three tests. A dependent is defined in the
same manner as for Section 152 [Sec. 125(e)].

The term "highly compensated" is not defined, and proposed regulations indicate that the determination
of who is highly compensated will be based on the facts and circumstances of each case [Prop. Reg.
1.125-1, Q&A 13].

Collective Bargaining Safe Harbor. The plan cannot discriminate with respect to

•

Eligibility, and

•

Contributions and benefits.

There are several safe harbors available to avoid a discriminatory plan. Plans maintained as part of a
collective bargaining agreement are not discriminatory with respect to both eligibility and contributions
and benefits.

Eligibility Safe Harbor. A plan will not be discriminatory with respect to eligibility if it meets three
requirements:
•

It benefits a group of employees determined under a classification established by the employer, and
found by the IRS to not discriminate in favor of officers, shareholders, or highly compensated
individuals. This is the coverage test of Section 410(b)(2)(A)(i);

•

No employee is required to complete more than 3 years of employment to participate, and the
requirement is the same for all employees; and

•

Each employee meeting the required employment period participates beginning on the first day of the
plan year beginning after the requirement is satisfied. [Sec. 125(g)(3)].

Contributions and Benefits: Facts and Circumstances. The general rule for determining whether a plan
discriminates as to contributions and benefits is that all facts and circumstances must be considered. The
proposed regulations do state that the nondiscrimination must apply to benefit availability and benefit
selection. The plan must give each participant the same opportunity to select nontaxable benefits, and the
actual selection of benefits cannot disproportionately favor the highly compensated. Finally, the plan cannot
discriminate in actual operation, such as when a benefit is offered only for a time period in which highly
compensated participants utilize the benefit [Prop. Reg. 1.125-1, Q&A 19].
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Facts and Circumstances: Proposed Regulations. Proposed Regulation 1.410(b)-4 contains more
specific guidance with respect to the nondiscrimination rules. The proposed rules include factors to
consider in the facts and circumstances test, and also provide safe harbor and unsafe harbor provisions
based on the benefits percentage for highly compensated and nonhighly compensated employees.

As of the writing of this book, these proposed regulations do not apply to the cafeteria plan
discrimination test. However, they may provide a benchmark to evaluate the meaning of the facts and
circumstances test.

Contributions and Benefits: Health Benefits Safe Harbor. As mentioned earlier, and discussed in detail
in Chapter 5, an accident and health plan under Section 105 can be offered on a discriminatory basis,
provided the arrangement is not self-insured. Basically, this means that if risk of loss is shifted to a third
party, the arrangement can discriminate. However, when the accident and health plan is offered in a
cafeteria plan, the nondiscrimination provisions discussed above apply.
A cafeteria plan providing health benefits will not be discriminatory if:
•

Contributions under the plan for each participant are 100% of the cost of the health benefit coverage of
the majority of highly compensated participants who are similarly situated, or are at least 75% of the
similarly situated participant having the highest benefit coverage under the plan; and

•

Contributions and benefits in excess of the 100% or 75% test bear a uniform relationship to
compensation [Sec. 125(g)(2)].

Committee Reports indicate that participants with the same family size will be "similarly situated" employees.

Key Employee Concentration Test
General Description. If more than 25% of the qualified nontaxable benefits provided under the plan are
provided to key employees, the key employees must report in income the maximum benefits they can
receive under the plan. This is called the concentration test. For purposes of measuring the benefits, the
value of group term life insurance included in income because the coverage exceeds $50,000 is ignored.
If the concentration test is satisfied, the facts and circumstances nondiscrimination test will generally be
considered to be satisfied.

Key Employee Defined. A key employee is defined in Section 416(i), the definition used for top-heavy
plan status. A key employee includes anyone who, during the current plan year, or any of the four preceding
years is (or was):
•

An officer with compensation in excess of 150% of the defined benefit limits (for annual benefits) for
the year;
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•

One of the ten employees earning in excess of the maximum contribution limit for defined contribution plans
determined under Section 415(c), and also owning one of the ten largest interests in the employer; or either

— a 5% owner of capital or profits in the employer, or

— a 1% owner of capital or profits in the employer with annual compensation in excess of $150,000.

REPORTING AND DISCLOSURE REQUIREMENTS
Section 6039D(b) requires that the plan maintain sufficient records to permit a determination that the
requirements of any statutory benefit exclusion are satisfied.

Specific Filing Required
Each year, the employer is required to submit the following information to the IRS:
•

The number of employees of the employer;

•

The number of employees eligible to participate in the plan;

•

The number of employees actually participating in the plan;

•

The total cost of the plan during the year;

•

The name, address, and taxpayer identification number of the employer and the type of business the
employer is engaged in; and

•

The number of highly compensated employees among the employees previously described (but see the
discussion of IRS Notice 90-24 below) [Sec. 6039D(a)].

Information on dependent care assistance payments must be provided on the employee's W-2 form because
the employee must demonstrate that expenses were incurred for qualifying care for qualifying dependents.

Time and Manner of Filing

The filing is due on or before the last day of the 7th month following the close of the plan year. The
applicable Form 5500 will satisfy the requirement, and the Form 5500 is forwarded by the IRS to the
Department of Labor for ERISA purposes.

IRS Notice 90-24
Effective for plan years beginning after 1988, the Section 6039D reporting requirements were expanded to
include group term life insurance benefits, accident and health benefits, and dependent care benefits. Also,
certain information regarding highly compensated employees was required.
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In IRS Notice 90-24, the IRS indicated that the employer will not be required to file information for group
term life insurance, accident and health benefit plans, and dependent care assistance plans until it issues
further guidance. The information on the number of highly compensated employees also need not be
provided until further guidance is issued.

Of course, the employer must still file Form 5500 providing information on other benefits offered, and
ERISA requirements otherwise require information for group term life insurance and accident and health
benefits, which is included on the applicable Form 5500 filing.

Department of Labor Requirements
ERISA requires the filing of the Form 5500 with the Department of Labor unless an exemption applies.
Plans with fewer than 100 participants may be exempt if the plan is unfunded, fully insured, or a
combination thereof.
The DOL assumed the position that salary reduction payments must be maintained in trust under Title I of
ERISA, but suspended the requirement for cafeteria plans pending determination of whether a class
exemption could apply. It is also necessary to consider the bonding requirements of ERISA Section 412 for
any person handling funds of the plan. Third party administrators of plan funds should be separately bonded.
See ERISA Technical Notice 92-01, released June 1, 1992, for a discussion of relief from reporting and
disclosure requirements to sponsors and fiduciaries of cafeteria plans. ERISA reporting and disclosure
relief will be granted until December 31, 1993, or the date of adoption of final regulations providing relief
from ERISA trust reporting and disclosure requirements.

COBRA Continuation

Employers with at least 20 employees are required to offer continued health coverage under COBRA.
COBRA generally requires that the employer give terminated employees the option to continue health
insurance coverage. Continued coverage must generally be offered at the employer's "cost" plus a 2%
administrative charge.
COBRA continuation requirements apply to cafeteria plans offering health plan benefits. The health benefit
feature of the cafeteria plan is considered a separate plan for this purpose. A participant in a health plan
reimbursement arrangement should be given a COBRA election following separation of service if the
employer is subject to COBRA.
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NONQUALIFIED DEFERRED COMPENSATION PLANS

INTRODUCTION
Definition

Nonqualified deferred compensation plans include a wide variety of compensation arrangements that do
not meet statutory requirements for tax-favored treatment. Deferred compensation simply means that
payment is made in the future for services that are performed today. Although nonqualified arrangements
do not result in statutory tax-favored treatment, the structure of the arrangement can often achieve favorable
tax treatment for the employer, the employee, or both.
A key reason for offering a nonqualified arrangement is that the often stringent nondiscrimination rules do
not apply. Recent tax legislation has reduced the benefits that can be offered to designated employees
under qualified compensation arrangements, increasing the demand for supplemental nonqualified
compensation that is not subject to the statutory restrictions.

Advantages and Disadvantages

The motives for adopting a nonqualified compensation plan are as varied as for any form of compensation.
Compensation is intended to attract, retain, and motivate employees, and the employer often finds that current
cash compensation is not the optimal method to satisfy each of these objectives. In recent years, compensation
consultants indicate that incentive-based compensation, such as stock options, is growing in popularity.

Meeting Performance Goals. The employer may find that deferring a portion of a key employee's
compensation increases motivation to attain targeted performance measures set by the employer.

Golden Handcuffs. Deferred forms of compensation can also retain the services of key employees if
valuable benefits would be forfeited if the employee separates from service. Such forfeiture provisions are
commonly referred to as "golden handcuffs" and are prevalent in many forms of noncash employee
compensation.
Of course, if the employee would prefer current cash compensation, it is important that the employer
communicate the objectives and benefits of the deferred arrangement. Poor communication can negate all
the intended benefits from such a plan.

Supplement Qualified Plan Benefits. Nonqualified plans can be extremely valuable to key employees to
supplement benefits from qualified compensation plans. In fact, the Employee Retirement Income Security
Act (ERISA) specifically defines an "excess benefit plan," a type of nonqualified deferred compensation
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plan which, if unfunded, is entirely exempt from ERISA, as one maintained solely to provide benefits in
excess of the qualified plan limitations of Section 415. Supplemental retirement benefits are the most
common form of nonqualified deferred compensation offered.
Supplementing qualified plan benefits may be expected to be more important after the 1993 Revenue
Reconciliation Act, which reduced the maximum amount of compensation that can be taken into
consideration for qualified plan contributions in 1994, 1995, and 1996 to $150,000.

Employer Tax Disadvantages. As implied by the name, nonqualified deferred compensation plans do not
offer the tax advantages of qualified plans. The employer will not obtain a deduction until the employee
recognizes income under the plan. Also, the employee can recognize income without cash to fund the tax
liability if the arrangement is funded or otherwise secured by the employer. Later in this chapter we will
discuss methods used to provide the employee with some security without adverse tax consequences.

Employee Tax Advantages. The deferred nature of the payment generally means that the employee can
also defer the tax liability. This can be very attractive if the compensation is supplemental, because current
payment would simply subject the employee to taxation on monies not needed for current consumption.
However, the deferred nature of the arrangement can create concerns among affected employees that
promised benefits will never materialize.
These concerns can include fears of the future financial strength of the employer as well as the possibility
that, following a takeover, a successor employer might not feel obligated to honor unsecured promises.
Although some forms of security can reduce these concerns, if the employer is willing to provide security
and the employee so insists, the parties may need to reconsider whether deferred compensation is superior
to current cash compensation.

GENERAL TAX TREATMENT

Before we discuss specific aspects of nonqualified deferred compensation plans, a brief review of the tax
rules applicable to such arrangements will be provided. This will be helpful later in the chapter in
understanding the specific forms of plans that are commonly offered. The tax rules will be developed in
more detail as it becomes necessary to do so later in the chapter.

Code Section 83

Property Transferred in Connection with Performance of Services. Section 83 provides for the
taxation of property transferred in connection with the performance of services. The tax consequences of
such a property transfer can be summarized as follows:
•

The excess of the fair market value of property received over the amount paid for such property is
included in an employee's income as of the date of receipt of the property [Sec. 83(a)].

•

The value of property is determined with regard to any restriction that, by its terms, will never lapse.
Such "nonlapse" restrictions could include a requirement to sell the property back to the employer at an
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agreed price. A "lapse" restriction is ignored in valuing the property, but see the next point for how
lapse restrictions can affect the timing of income recognition [Sec. 83(a)(1)].
•

If the property is both subject to a substantial risk of forfeiture and is not freely transferable, the taxable
event is delayed until one of these conditions lapses [Sec. 83(a)].

•

If the compensatory event is delayed because the risk of forfeiture and lack of transferability conditions
apply, the employee may elect to include the property transfer in income as if the restrictions did not
exist. This election must be made in writing within 30 days of the transfer [Sec. 83(b)].

The benefits of this election are generally restricted to two situations:
1) If the employee expects to be in a substantially higher tax bracket when the restrictions lapse, the
election may be beneficial, although the time-value-of-money must be considered.

2) If the property would be a capital asset to the employee, the election can convert appreciation after
the date of receipt from compensation income into capital gain income. Compensation income can
be taxed at up to a 39.6% rate, and is also subject to the 6.2% OASDI tax and the 1.45% Medicare
insurance tax. Net capital gain income is limited to a statutory maximum rate of 20% if the
property is held more than 12 months.
•

The employer generally receives a deduction at the same time and in the same amount as the
compensation income recognized by the employee [Sec. 83(h)].

The employer may also have to capitalize the compensation if the nature of the employee's services would
so dictate under general tax principles [Reg. 1.83-6(a)(4)].
Employer deductions can also be affected by the Section 404 rules, dealing with deductions for amounts
paid under deferred compensation plans.

Why Would an Employer Capitalize Deferred Compensation Payments? The Section 83 rules apply
to any transfer of property in connection with the performance of services. If an employee or independent
contractor receives property (such as stock) in exchange for arranging a loan (loan acquisition fee), setting
up books and records or drafting a corporate charter (organization costs), or assisting in the purchase of
corporate assets (acquisition cost), the value of the property transferred would be capitalized even if the
recipient recognizes current income. Capitalizing Section 83 compensation would be unusual.
Similarly, it is necessary to ask why the employee is being provided with the deferred payment to determine
the tax treatment to the employer. Generally, the payment will be a compensation deduction. However, if
the plan primarily benefits shareholders, payments may be considered to be dividends. Also, if a successor
corporation makes payments under a plan established by a predecessor, the payment may be considered to
be part of the acquisition cost of the predecessor business.

Note: An unfunded and unsecured promise to pay money at some time in the future is not treated as a
transfer of property [Reg. Sec. 1.83-3(e)].

23

NONQUALIFIED DEFERRED COMPENSATION PLANS
Under the general provisions of Section 83, the employer and employee can have competing incentives
with respect to the timing of income recognition. The employer could accelerate the timing of an income
tax deduction if the employee accelerates income recognition.

Since deferred compensation is, as the name implies, not intended to be recognized in the current tax year,
the employer would structure the arrangement in a manner that creates tax results consistent with the
employee's desires. To avoid current income recognition, this would include avoidance of the
"constructive" receipt provisions.

FICA Treatment

For FICA purposes, deferred compensation is taxed at the later of the date on which services are performed
or the date on which the amounts are no longer subject to a substantial risk of forfeiture [Section
3121 (v)(2)]. Thus, an unfunded arrangement would generally be subject to FICA in the year that services
are rendered. Prior to 1994, this provision generally could be ignored because employees receiving
deferred compensation were over the FICA wage base. Beginning in 1994, the Medicare tax could be due
before the income tax and before the employee receives any cash from the deferred arrangement.
Regulations Section 31.3121(v)(2) explains how an employer should withhold FICA and FUTA taxes on
nonqualified deferred compensation plans. The regulations were originally intended to be effective for
amounts deferred after 1996, but are now effective for post-1997 deferrals. IRS Notice 94-96, 1994-2 CB
564 provides that the IRS will not challenge an employer's good faith determination of the applicability of
FICA taxes to deferred compensation arrangements before the effective date of the regulations.

The regulations allow the employer to use reasonable assumptions in determining the present value of a
benefit earned in any year and permit the determination to be made as of the end of the tax year. Also, if
the amount of FICA wages cannot be reasonably determined at the year end, the amount may either be
estimated or deferred until the first quarter of the next tax year. If the amount is estimated, a later
adjustment may be required.

Constructive Receipt

What Is Constructive Receipt? Constructive receipt exists if an amount is credited to [the taxpayer's]
account, set apart for [the taxpayer], or otherwise made available so that [the taxpayer] may draw upon it at
any time, or so that [the taxpayer] could have drawn upon it during the taxable year if notice of intention to
withdraw had been given.

Constructive receipt does not exist if substantial limitations or restrictions exist on the taxpayer's ability to
demand receipt [Reg. Sec. 1.451-2(a)].

Tax Consequences of Constructive Receipt A cash basis taxpayer will recognize income for amounts
actually or constructively received during the tax year. Thus, there is no tax distinction between an actual
payment and a "constructive" payment. An employee in constructive receipt of funds may have a tax
liability with no funds to satisfy the liability.
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Avoiding Constructive Receipt. Avoiding constructive receipt for deferred compensation generally
requires that the employee elect to defer prior to the time that services are performed, if elective deferrals
are permitted. Thus, if the election applies to salary for a specific tax year, the election would be made
prior to the start of the tax year. (See Revenue Procedure 71-19, 1971-1 C.B. 698, for guidelines for ruling
requests involving elective deferrals.)

When to Elect to Defer. If the plan year is not a calendar year, the IRS has ruled that the election can be
made by the day immediately preceding the start of the plan year [Ltr. Rul. 8418070]. If a plan is
implemented after the start of the year, employees can make a deferral election within a reasonable time
after the plan is implemented. A 30-day period will be considered reasonable, but the deferral applies only
to compensation earned after the date of the election [Ltr. Ruls. 8234135, 8321051, and 8333036].

Similarly, the IRS has ruled that a new employee can elect to defer within 30 days after beginning
employment, or becoming eligible to participate in the plan, but only with respect to compensation earned
after the date of the election. Of course, letter rulings are not legal authority and cannot be cited as
precedent. However, in Revenue Procedure 92-65, the IRS indicated that it would issue rulings for deferral
elections made within the 30-day periods noted above.

Mere Promise of Payment. Consistent with the Section 83 provisions, constructive receipt cannot exist if
the employer provides an unsecured and unfunded promise to pay [Rev. Rul. 60-31, 1960-1 C.B. 174].
However, if the plan permits the employee to assign or otherwise transfer a deferral obligation for value,
constructive receipt will exist [Rev. Rul. 68-606, 1968-2 C.B. 42]. The ability to assign the interest will
invoke the "economic benefit" doctrine, even if the employee has not actually or constructively received
any funds [Sproull, 16 TC 244 (1951), affd. 194 F2d 541 (6th Cir. 1952)].
Court decisions fail to draw a clear distinction between the constructive receipt and economic benefit
doctrines. However, economic benefit can be of greater concern because the IRS could argue that an
employee has received an economic benefit whenever a promise to pay deferred compensation can be
reasonably valued.

WHAT BENEFITS ARE COMMONLY PROVIDED?

Deferred compensation arrangements can include a variety of benefits, including deferrals of current salary
and bonuses. By choosing to defer the timing of receipt, the employee can also defer the associated tax
liability. Of course, if the employee is electing to defer compensation that could otherwise be currently
received in cash, some form of funding or security is likely to be desired.
The plan can also provide for some type of return on deferred funds. This could involve an actual
investment of deferred funds by the employer, or some agreed-to credit to the employee's account.

Incentive Aspects
Deferred compensation can also be used to provide incentive compensation to employees. Incentives can be
tied to the performance of the employer's stock, or to the attainment of some specified performance goals.
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Incentive compensation can be effective if the employee believes that her job performance has some impact
on the specified reference point. If the employee does not see any connection between job performance and
the reference point, the benefits of the incentive plan are not likely to materialize.

Supplemental Benefits
An excess benefit plan can provide supplemental benefits to key employees that would be limited under the
qualified plan provisions. For example, supplemental retirement plan contributions can be made in excess
of the contribution limitations. Supplemental Executive Retirement Plans (SERPs) take many forms, but
typically mirror the retirement plan provisions available under
a qualified plan.

Retirement Inducements

Supplemental retirement benefits can also be used to induce employees to take early retirement. In such
a case, the employer can offer to pay the difference between the benefits the employee would have
received if he continued employment and the benefits that are available if early retirement is elected.
This difference would be offered through a nonqualified plan. The key is that a nonqualified plan is not
subject to the statutory qualification requirements, but the tax and economic benefits of a qualified plan
cannot be attained through a nonqualified plan. (Note that the age discrimination laws should be
considered in any early retirement incentive program.)

Link With Section 401(k) Plans

A nonqualified deferred compensation arrangement may be used to allow highly compensated employees
to defer the maximum amount of compensation, either in a qualified Section 401(k) plan or a nonqualified
plan. As discussed in Chapter 4, Section 401(k) plans must satisfy a nondiscrimination test based on
employees' "actual deferral percentage," or ADP. If the ADP test fails because of excess deferrals by highly
compensated employees, the employer must generally return excess deferrals to the highly compensated.
The IRS has approved an arrangement in which highly compensated employees elect to defer compensation
into a nonqualified arrangement. The employees may elect to either contribute the maximum allowed
amount into a 401(k) plan or to receive deferred amounts at year end. At year end, the employer determines
how much the highly compensated may contribute to the employer's 401(k) plan without failing the ADP test.
The employer will then contribute on behalf of any employee who elected to contribute the allowed amount to
the 401(k) plan. Any deferrals that cannot be contributed to the 401(k) plan will be distributed to the
employee and included on his W-2. See Letter Ruling 9530038 for details of such an arrangement.

FUNDED AND UNFUNDED PLANS
Economic Considerations

Security. From an economic standpoint, a funded plan offers the employee the security of knowing that
assets are segregated solely for the purpose of satisfying the employer's obligation under the plan. A funded
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plan means that the employer has set aside funds that are beyond the control of the employer, and beyond
the control of creditors of the employer.
Funding offers the employee two advantages:

•

It ensures that there will be funds available to satisfy the obligation. This can be helpful in the event of
bankruptcy or other financial distress.

•

It ensures that the terms of the obligation will be enforced. This can be helpful in the event of a change
in management or control of the employer.

Distinguishing Funded from Unfunded Status. The key aspect of a funded plan is that funds are set
aside solely for the purpose of satisfying the deferred obligation. If the employer or the creditors of the
employer have the ability to reach the funds, the plan is not considered to be funded.
Note: ERISA considerations may make a funded plan more costly to administer. ERISA will be discussed
later in this chapter.

Tax Considerations
Tax Liability with No Funds to Pay. Although a funded plan offers important economic advantages for
the employee, it can also create tax problems. Since, by definition, the employee receives no current funds
from a deferred compensation arrangement, the employee would generally desire that the plan not result in
any additional tax liability until funds were made available to satisfy the liability. However, under Section
83 and the economic benefit doctrine, once a nonqualified deferred compensation promise is funded, it
generally becomes taxable to the employee and deductible by the employer. So funded arrangements, such
as secular trusts, often provide for distributions to employees to permit payment of taxes.

Forfeiture and Transferability. Recall that Section 83 creates a compensatory event when property is
"transferred" in exchange for services. Although Section 83 does not apply to non-property transfers (i.e.,
cash), if the promise to pay cash in the future is funded, the transfer will be complete under the economic
benefit doctrine and Section 83.
To avoid current taxation of an employee benefit that cannot be received until the future, a funded plan
must provide that the employee's funded benefit is both:
•

Subject to a substantial risk of forfeiture, and

•

Not freely transferable.

Because of the importance of avoiding current taxation of the employee's benefits, let's consider each of
these tests in more detail.
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Substantial Risk of Forfeiture. Generally, a substantial risk of forfeiture condition involves the required
performance of future services. For example, arrangements known as golden handcuffs provide that the
employee will receive a benefit only if employment continues for some specified time period. Such
arrangements are commonly seen in employee stock option plans, where the options may be exercised only
after some designated period of continuous employment has passed.

Retention of Employees. These risk of forfeiture arrangements can be an effective way of retaining key
employees, provided the employee understands the value of the benefit that would be lost if employment is
terminated. Of course, a new employer could pay the employee the value of the nonvested benefits as a
form of signing bonus, but this would make the employee considerably more expensive to hire.

Vesting Considerations. The benefits may all vest at one point in time, or they may gradually vest over
time. As the benefits vest, they become taxable to the employee under the provisions of Section 83. The
employer would obtain a deduction for compensation paid at the same time and in the same amount.

What Qualifies as a Risk of Forfeiture? The regulations under Section 83 give several examples of forfeiture
conditions that will be considered substantial, resulting in deferral of employee taxation. These include:
•

A requirement that employer earnings attain a certain level in order for the employee to receive the
benefit (this type of restriction can be valuable if the plan is intended to induce the employee to attain
certain performance goals);

•

The property must be forfeited or sold to the employer at its date-of-transfer value if the employee
leaves employment within some designated time period;

•

If the transfer is to a trust intended to pay college costs of employee's children, and the children must
attain a certain academic standing, a risk of forfeiture exists until the designated academic standing is
achieved.

What Is Not a Risk of Forfeiture? Conditions that will not result in a substantial risk of forfeiture include:
•

The agreement specifies that the employee will perform certain services, but the employee can decline
to perform without loss of benefits;

•

The employee must forfeit the property only if discharged for cause or for committing a crime.

Questionable Circumstances. In many cases, all facts and circumstances must be examined to determine
if a substantial risk of forfeiture exists. Examples of situations that may or may not be treated as a
substantial risk of forfeiture include:
•
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A requirement that the employee render consulting services after termination of employment. This will
be a substantial risk of forfeiture only if it is reasonable to expect that the employer will actually
demand that the services be performed.
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•

A requirement that the employee not compete with the employer after termination of employment.
This will be a substantial risk of forfeiture only if it is reasonable to expect that the employee will have
the opportunity and desire to compete notwithstanding the agreement.

Note: Linking the Section 83 restriction to post-retirement consulting or a post-retirement covenant
can be effective when the arrangement is intended to supplement retirement income. If the restriction is
a substantial forfeiture risk, the income is deferred until after retirement in line with the intent of the
deferred compensation arrangement.
•

Any forfeiture requirement where it is questionable if the employer will actually enforce the requirement.
This can be a concern if the employee owns a significant portion of the voting power or value of the
employer. A significant portion need not be majority control if the employer is widely held.

Also, factors such as the relationship of the other owners, members of the board, etc., to the employee will
be considered, as well as the employer's past history in enforcing such restrictions.

Lack of Transferability. In addition to the risk of forfeiture, the compensatory event cannot be deferred
under Section 83 unless the employee's benefits cannot be transferred free of the forfeiture risk. The ability
to transfer the benefits would confer an economic benefit on the employee, and the value of the benefit
would be immediately taxable. Notice that it is the ability to transfer the benefit that would trigger a
taxable event, even if no transfer actually takes place.
A transferee of the employee's benefit should reduce the value to reflect the possibility that the benefit will
never be received if a risk of forfeiture exists, and the value of the economic benefit should be reduced
accordingly for purposes of applying Section 83.

Accordingly, it would be difficult to value property for Section 83 purposes if the property could be
transferred, but subject to the restrictions applicable to the employee. Thus, if the transferee would be
subject to the same forfeiture restrictions as imposed on the employee, the property will not be considered
to be "freely" transferable [Reg. Sec. 1.83-3(d)].

What Constitutes a Limit on Transferability? The employee cannot have the ability to sell, assign, or
pledge an interest in funded benefits to any person other than the employer. However, the ability to
designate a transferee in the event of the employee's death will not violate the lack of transferability
condition [Reg. Sec. 1.83-3(d)]. Any funded benefit should not be available to the employee's creditors,
since this would constitute a pledge of the property.

Nontaxable Trust Transfers
One form of funding a nonqualified deferred compensation arrangement is through use of a nonqualified
trust. A trust is a form of ownership where legal and beneficial ownership are separated, and which
requires a grantor, one or more beneficiaries, property, terms of administration, and a trustee.
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A nonqualified trust simply means one that does not satisfy the requirements for qualified plan trusts (pension
and profit sharing) under the tax law. To be a funded plan, employer contributions would need to be beyond
the control of the employer, which also implies the funds are beyond the reach of the employer's creditors.

Employee and Employer Tax Treatment. If we assume the employee is not taxed on transfers to the
trust because the risk of forfeiture and lack of transferability requirements have been satisfied, then
employer contributions are not deductible. When the employee's beneficial interest in the trust vests, in
whole or in part, then the arrangement becomes taxable under the provisions of Section 83 and the
economic benefit doctrine.

Taxation of Trust. Trust income is not exempt (as would be true for a qualified plan trust) and is generally
taxed to the trust. If the trust is a grantor trust because of retained powers by the employer-grantor, then trust
income is taxed to the employer. Grantor trust status is more typical with unfunded arrangements where trust
assets can be reached by creditors of the employer. These trusts are discussed in the next section.

Taxable Trust Transfers
Secular Trusts. A funded trust obviously need not provide for substantial risk of forfeiture. In such a
case, the employee will be taxed currently on any transfers made to the trust, but the employer would also
be entitled to a compensation deduction. These arrangements are commonly referred to as secular trusts to
distinguish them from the more common rabbi trusts discussed later in this chapter.

Permitted Current Distributions. The employer can distribute funds to employees to fund the employee's
tax liability. Since the employee has a tax liability without any cash to fund the liability, the employer
typically reimburses the employee through discretionary distributions from the trust. A secular trust could
be structured as an employee grantor trust. Distributions would be tax-free because the employee had
already been taxed.

Secular Trust Motivations. It may seem that a taxable transfer would be ill-advised based on the
employee's desires. However, it is important to remember that the compensation plan is the result of
bargaining between both the employer and the employee, and must necessarily consider the preferences of
each. If the employer is in a higher tax bracket than the employee, a secular trust transfer might be
advisable to take advantage of the difference in the rates, with the employer perhaps willing to increase the
amount of the benefit to compensate the employee.
Few beneficiaries of secular trusts will be in a lower tax bracket than the employer, making it difficult to
take advantage of any rate differential. Because secular trust transfers may be taxed twice, such trusts are
rarely used.

If the transfers to the trust are immediately taxable to the employee, the trust income will be taxed either to
the trust or the employee, rather than to the employer. Often, these trusts are formed by elective deferrals
by the employee, and the trust is treated as a grantor trust with all income taxed currently to the beneficiary
employee [Ltr. Ruls. 8843021 and 8843023].
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Tax Consequences of Trust Distributions. Distributions from the trust are taxed under the annuity rules
of Section 72, with the employee offsetting basis against distributions [Reg. Sec. 1.402(b)-1(c)].
Distributions of interest made prior to the commencement of the annuity payout are taxed under a special
five-tier ordering system [Reg. Sec. 1.402(b)-1(c)(2)].

Recent Private Rulings. In several private letter rulings, the IRS increased the cost of the use of certain
secular trusts. In each ruling, the employer made contributions to a secular trust to fund a deferred
compensation obligation. Until such time as the benefits became payable under the terms of the plan, the
employer retained the right to allocate trust income among employee-beneficiaries. The trust was a
separate taxpayer because the employer was not the owner, and the employee was not the owner because
the contributions were not attributable to elective deferrals. (Elective deferrals are treated as if the funds
were paid to the employee who then made a contribution to the trust.)
In Letter Ruling 9206009, the employer transferred funds to a secular trust, which amounts were
immediately vested. Earnings on contributions were not immediately vested. The employee was currently
taxed on the present value of the vested component, and the employer obtained an equivalent deduction.

Because the trust was a separate taxpayer, all trust income would be taxed to the trust. Also, under Section
402(b), the highly compensated (as defined by Sec. 414(q)) employees participating in the plan would be taxed
on the present value of the contributions under the plan as they became vested. Thus, certain contributed assets
would effectively be subject to two levels of tax [Ltr. Ruls. 9207010, 9212019, and 9212024]. Note that no
deduction is available to the employer for the trust's earnings. Prop. Reg. 1.671-1(g) also states that a secular trust
will be taxed directly and not as a grantor trust. Also, the IRS stated that distributions prior to age 591/2 could be
subject to the Section 72(t) 10% additional tax for premature distributions.

Annuity and Escrow Arrangements

Escrow arrangements or annuity contracts can also be used in a funded arrangement. The tax effects of
funds placed in an escrow account would be similar to those for nonqualified trusts. Section 83 principles
also apply to employer purchases of annuity or insurance contracts for the employee. The contract rights
would need to be subject to a substantial risk of forfeiture and must not be freely transferable to avoid
current income recognition.

Taxable Annuities: Section 403(c)
Similar to a taxable secular trust arrangement, the employer can purchase a taxable, or secular, annuity on
behalf of the employee. The tax consequences are similar to a secular trust: the employee recognizes
income currently and the employer obtains a current deduction.

Employer and Employee Tax Consequences. The amount of compensation would be the value of the
employee's interest in the annuity contract at the time the rights become vested, which would be the cash
surrender value of the contract [Reg. Sec. 1.403(c)-1(b)(1)]. If the employer makes premium payments on
the annuity, the employee would recognize compensation as the premiums are paid. Distributions from the
annuity contract would be taxed under the annuity rules of Section 72.
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CAN UNFUNDED PLANS OFFER SOME SECURITY?
Disadvantages of Unfunded Plans
Required Lack of a "Transfer." As discussed above, unfunded plans avoid any current tax problems for the
employee because there is no transfer of property as defined by Section 83 (unfunded and unsecured promises are
not transfers). This avoids the need to structure the plan to establish that a risk of forfeiture of employee benefits
exists, and that benefits cannot be transferred, although constructive receipt still must be avoided.

However, an unfunded plan exposes the employee to the risk that the employer will be unable to satisfy its
obligations, or that a change in control will alter the employer's commitment to satisfy the obligation.

Note that a risk of forfeiture in a funded plan typically relates the risk of loss to the actions of the employee.
Thus, the employee can control the risk by satisfying the terms that would otherwise lead to a forfeiture.
This could involve remaining in employment for a specified period, not competing with the employer after
separation from service, or whatever other conditions have been set for the transfer to take place.

Employer Risk Characteristics. In contrast, the risk in an unfunded plan relates to factors largely beyond the
control of the employee. For this reason, the employee naturally desires some type of security for the deferred
payment promise, even in an unfunded plan. Since a major objective of deferred compensation is employee
motivation and reward, the employer will typically make efforts to satisfy the employee's desire for security.
This has led to the creation of funded arrangements that do not qualify as funded for tax purposes.

Creditor Claims to Assets. The key difference between these "funded-unfunded" plans and funded plans
is that, in an unfunded plan, employer contributions are subject to the claims of creditors of the employer. If
the contributions are not beyond the reach of creditors, the plan is unfunded, no transfer of property has
occurred, and Section 83 does not apply at the time of contribution. Thus, there is no need for risk of
forfeiture and lack of transferability provisions. These type of arrangements have come to be known as
"rabbi trusts."

Rabbi Trusts
Origin of Terminology. Rabbi trusts are becoming very common, as private letter rulings offer
considerable guidance with respect to how to structure the trusts. The term rabbi trust traces its origin to a
1981 private letter ruling in which a congregation proposed to fund a trust to offer a quarterly income to its
rabbi. The rabbi would receive payments on death, disability, retirement, or termination of service. The
rabbi's interest could not be alienated, assigned, pledged, or attached by creditors. However, the creditors
of the congregation could treat trust assets as general assets of the congregation. Because the assets were
subject to the claims of the creditors of the employer, the ruling concluded that no transfer of property
would occur as assets were added to the trust. The rabbi would be taxed only when amounts were paid or
made available under the terms of the trust [Ltr. Rul. 8113107].

Structure of Rabbi Trusts. Rabbi trusts are clearly not only for rabbis, although the congregation requesting
the original ruling must take some pride in the fame its compensation arrangement has enjoyed. The basic terms
32

CHAPTER 2

of a typical rabbi trust are an irrevocable transfer (the irrevocability is not required) of assets by the employer to a
trust for the benefit of one or more employees, where the trust assets are subject to claims of creditors of the
employer and the employee has rights no greater than a general unsecured creditor of the employer.

IRS Model Plans Now Available. In Revenue Procedure 92-64, the IRS developed a model trust for rabbi
arrangements. The model trust language was selected based upon documents submitted to the IRS for private
rulings. The IRS will no longer issue advance rulings on rabbi trusts that do not follow the model language.
However, the model document provides some flexibility in selection of specific terms to suit the needs of the
employer. An advance ruling will be automatically favorable if the model language is used, but the ruling will
not address the underlying deferred compensation arrangement that funds the rabbi trust.
For example, if an employee is given the option to receive cash or to transfer the cash to a rabbi trust, the
employee will be in constructive receipt of the cash if the deferral election can be made after the services
that give rise to the compensation have been performed. That is, the rabbi trust can be accepted by the IRS
as a properly structured trust, but the agreement between the employer and the employee that gives rise to
funding of the trust may not be effective in deferring compensation. See Revenue Procedure 92-65 for
requirements to receive a ruling on the underlying plan of deferred compensation.

Labor Department View of Rabbi Trusts. In 1985 the IRS stopped issuing rulings on rabbi trusts, in
part because of concerns that such arrangements might be funded plans for purposes of ERISA. The IRS
did not want to take a position that was inconsistent with the views of the Department of Labor (DOL), and
it requested advice from the DOL with respect to the "funded" status of rabbi trusts.

The DOL responded that rabbi trust arrangements would not fail to be unfunded for purposes of ERISA
exemptions for "top-hat" and "excess benefit" plans. After receiving this comfort letter from the DOL, the
IRS began issuing rulings with respect to the funded status of rabbi trusts. The IRS view of rabbi
arrangements is likely to be linked to the DOL view. A change in DOL policy for ERISA purposes would
be expected to change the IRS treatment of rabbi arrangements as unfunded for Section 83 purposes.

Use of Rabbi Trusts. Rabbi trusts have been used to fund a variety of deferred compensation obligations,
including supplemental retirement, life insurance, health insurance, and noncompete fees, among others. In
addition, several "twists" may offer some ideas or guidance for the practitioner considering such a plan.

For example, the guarantee of the employer's obligation by the parent corporation of the employer did not
affect the unfunded status of the plan [Ltr. Rul. 8906022]. Early distributions for hardship may also be
permitted, if the hardship is beyond the control of the employee, and the employee would suffer a severe
financial hardship without the distribution [Ltr. Ruls. 8843045, 8844020 and 9631007].

The IRS is likely to attack the use of a rabbi trust that allows a distribution of trust assets upon financial
distress of the employer. Because the rabbi rulings are based on the assumption that the creditors of the
employer will take trust assets in the event of severe financial distress, the use of a financial distress
"trigger" to distribute assets to the employee will undermine the intent of the IRS rulings. Nonetheless,
some professionals argue that a financial distress trigger must be pulled early enough that the distribution of
assets is not voided by a fraudulent conveyance statute and that the timing of the trigger may permit an
otherwise qualified rabbi trust to withstand an IRS challenge.
33

NONQUALIFIED DEFERRED COMPENSATION PLANS

Effect of New Model Trust Document. As previously mentioned, the IRS now provides a model rabbi
trust document which must be used to obtain a favorable ruling. A ruling request for a trust adopted on or
after July 28, 1992, must represent that
•

The trust conforms to the model trust language; and

•

The trust is valid under state law and rights are enforceable under state law.

The IRS ruling should hold that the employee will not be taxed on trust contributions under either the
constructive receipt or economic benefit doctrines solely because of the existence of the rabbi trust.
However, a separate ruling would be required with respect to the application of constructive receipt or
economic benefit to the underlying plan. Revenue Procedure 92-65, issued at the same time as Revenue
Procedure 92-64, should be consulted with respect to the terms of the underlying arrangement.

Change of Control Rabbi Trusts. Recall that there are likely to be two concerns for the employee if the
deferred arrangement is not funded:

•

The possibility that financial distress may make it impossible for the employer to satisfy its obligation
under the plan; and

•

The possibility that, following a change in control, the new management may not respect promises
made under the plan.

Binding New Management to Satisfy Obligation. A rabbi trust cannot alleviate the risk of financial
distress, where creditor claims exhaust trust assets. However, it can eliminate the second concern — new
management failing to satisfy the agreement made by old management. But what if the employer is
concerned about allocating scarce resources to the plan? If the change of control risk is the overriding
reason for having a rabbi trust, it is possible to initially provide minimal funding of the trust while requiring
more substantial funding on occasion of a change in control. Such an arrangement can offer the employee
some degree of comfort and may also operate as an anti-takeover device.

Rabbi Escrows. Rather than use of a formal trust arrangement, the employer may transfer assets to an
escrow account that permits the employer to revoke the arrangement and to direct the investment of the
funds. These arrangements do not create tax problems for the employee because there is no transfer by the
employer. Unlike the trust arrangement, the employer's ability to revoke and direct the transfers means that
an agency relationship is established rather than a trust. For this reason, it may even be possible for the
employee to participate in investment decisions [Ltr. Rul. 8804057]. Also, there is no reason to file a
fiduciary income tax return.

Escrows Compared with Trusts. Obviously, this type of arrangement offers the employee less security
than the formal trust. However, it is possible that the additional flexibility provided to the employer would
make the employer more willing to offer a deferred compensation arrangement.

34

CHAPTER 2
Employer Deduction for Interest Accruals

A 1993 decision by the 9th Circuit Court of Appeals suggested that an accrual basis employer might be
entitled to a deduction for accrued interest payable on an unfunded deferred compensation arrangement.
Generally, Section 404 requires a matching of the employer deduction and the employee income for
deferred compensation arrangements. Albertson's Inc. had an unfunded deferred compensation arrangement
that included a provision for interest accruals on certain payments. Albertson's argued that it was entitled to
deduct accrued interest on the basis that Section 404 requires matching of the income and expense only
when the employer's deduction would arise under Section 162 or 212. If the interest amounts credited to
employee accounts were recognized as interest and not additional compensation, Albertson's argued that
the employer deduction arises under Section 163 and is not limited by Section 404.
The Tax Court sided with the IRS, deferring the employer's deduction until such time as payments were
made from the unfunded arrangement and the employee was required to recognize income. However, the
9th Circuit reversed the Tax Court, finding that the statutory language of Section 404 clearly did not apply
to Section 163 deductions, and that the accruals under the deferred compensation plan represented interest.
The decision did not address the possibility that the employee would be required to recognize OID income
for the interest accruals, because that question was not before the court.
In December of 1994, the 9th Circuit took the unusual step of reversing itself on the original finding that
Section 404 did not apply to the interest accrual. The reversal followed an IRS request for a rehearing and
allows the Tax Court ruling to stand. Thus, employers would not be entitled to deductions for interest
accruals until the employee reported such accruals as income. (Albertson, 94-2 USTC ¶50619)

Employee-Purchased Surety Bonds
IRS View of Surety Arrangements. If the employee wants protection against employer financial distress
that could jeopardize future payouts, the employee could purchase a surety bond to guarantee payment in
the event of employer insolvency or bankruptcy. In early 1984, the IRS issued a favorable ruling on such
an arrangement, holding that the employee's purchase of such a bond would not affect the deferral of
income from contributions to a deferred compensation plan [Ltr. Rul. 8406022]. Since that time, the IRS
has suspended issuing rulings on surety bonds, because it discovered that it was difficult or impossible to
obtain a surety bond without participation by the employer, participation which, in the eyes of the IRS,
taints the transaction for tax purposes.

An employee can also purchase insurance against the employer's fulfillment of the payment obligation.
The IRS will generally not view the purchase of insurance as creating a funded plan provided the employer
does not purchase the insurance for the employee. In Letter Ruling 9344038, an employee purchased an
insurance policy without any direct involvement by the employer. The employer might reimburse the
employee for premium payments, but it was not obligated to do so. This arrangement created no tax
concerns to the employee because the policy had been independently negotiated by the employee. Any
reimbursements by the employer would simply be taxable to the employee at the time received.

In contrast to the above ruling, the IRS held in Letter Ruling 9331006 that a funded plan had resulted when
the employer purchased an irrevocable standby letter of credit to secure a payment obligation.
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Third-Party Guarantees
Parent Corporation Guarantee. The IRS has favorably ruled in several situations where the employer's
unfunded promise to pay is guaranteed by a third party. These guarantees involve the parent corporation of
the employer, and the parent does not irrevocably set aside funds to secure the guarantee. [Ltr. Ruls.
8509023, 8741078, and 8906022.]

Legal Defense Trusts
Throughout this chapter, we have assumed the employer will satisfy its promised payment obligation if it is
financially able to do so. Thus, we have limited the employee risks to employer insolvency or change of
control of the employer.

Another possible risk factor is that the employer may argue that it need not satisfy its obligation, even if
financially able to do so. One may argue that the employee would then have a legal action against the
employer, or against a successor in a takeover, but pursuit of the legal claim could be prohibitively costly to
the employee.
To protect against this possibility, the employer can fund an irrevocable trust to pay costs in the event the
employee has to pursue a legal remedy for nonpayment. If the concern is that the employer might be the
defendant in such an action, the trust should be funded at inception of the plan. If the concern is that a
successor corporation might be the defendant, the trust funding could be triggered by a change in
control. Although this type of trust would add to the employer's costs, and may seem odd since the
employer could be the defendant in a future action, it can help achieve the purpose of the compensation
plan: to motivate, reward, and retain employees.

Hardship Distributions

A rabbi trust could provide for a hardship distribution provided that the hardship condition was clearly
defined so as to avoid a risk of constructive receipt. It would be advisable to include, at a minimum,
objective hardship definitions such as those provided for Section plans (see Chapter 4) and to provide for
a penalty (i.e., 10%) for hardship distributions. However, in Ltr. Rul. 9631007 the IRS approved a plan
with a hardship distribution provision although the plan did not define a hardship. A penalty for hardship
distributions should avoid a constructive receipt attack. Pending insolvency of the employer would not
be a legitimate hardship. Also, Revenue Procedure 92-64, which provides model trust terms for ruling
purposes, does not contain a hardship provision.

ERISA CONSIDERATIONS OF DEFERRED COMPENSATION PLANS

Background
ERISA is P.L. 93-406, the Employee Retirement Income Security Act of 1974. ERISA applies to both welfare
benefit plans and employee pension benefit plans, except those of government and church employers.
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Welfare Benefit Plans Defined. A welfare benefit plan is defined in Section 3(1) of ERISA as any plan
that provides medical, unemployment, sickness, disability, death, vacation, daycare, holiday, severance, or
similar benefits, as well as insurance to provide those benefits. Welfare benefit plans are subject to
reporting and disclosure requirements and to fiduciary responsibility standards.

Pension Plans Defined. An employee pension plan is defined in Section 3(2) as a plan, fund, or program
providing retirement income to employees. Pension plans are subject to the reporting, disclosure, and
fiduciary standards applicable to welfare plans, and are also subject to participation, vesting, and funding
standards. ERISA also provides rules for plan participants to bring suit in the federal courts to enforce the
terms of the plan or the ERISA plan requirements.

ERISA and the Tax Advisor. ERISA requirements are mentioned here only to provide the reader with an
overview to the regulatory environment of deferred compensation plans. ERISA is very complicated and
expert assistance is required to wind through the maze of regulations. ERISA can impact the accountant
advising a client on the advisability of a deferred compensation plan in two ways:
•

If ERISA reporting and disclosure requirements apply, the cost of implementing and operating a
nonqualified deferred compensation plan can increase. Knowledge of when these requirements apply
can assist the CPA in advising clients what type of plan to consider, as well as in outlining the costs and
benefits the employer can expect from a plan.

•

The reason for implementing a nonqualified plan may be to avoid the participation, funding, and
vesting requirements of ERISA. A basic understanding of when these requirements apply is essential
to advising whether a plan should be considered to achieve the objective of providing benefits in excess
of statutory maximums.

ERISA and Deferred Compensation Plans
Avoiding ERISA Constraints. The participation, vesting, and funding standards applicable to pension
plans are among the key reasons to create a supplemental deferred compensation plan. If the employer
desires to create a plan that provides special benefits only to key employees, or that provides benefits that
are unfunded, a pension plan would not be a viable alternative.

Excess Benefit Plans. A plan intended to provide excess benefits to designated employees would not
constitute a pension plan for ERISA purposes. ERISA defines an excess benefit plan as one maintained to
provide additional benefits to employees that have reached the maximum permitted qualified retirement
plan benefits [ERISA §3(36)]. Note that plans maintained to keep employers "whole" relative to other
Code limits do not qualify as "excess benefit plans."

Funded Plan Status. Although avoiding the participation, vesting, and funding standards, an excess
benefit plan might be a welfare plan subject to the reporting, disclosure, and fiduciary standards of
ERISA. The ERISA requirements apply only if the plan is considered to be funded. Unfunded plans are
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exempt from all ERISA requirements.
documents on request.

However, the Secretary of Labor is entitled to receive plan

As discussed earlier, the IRS defers to the Department of Labor in defining a funded plan, and the DOL has
indicated that a plan will not be funded if employer contributions are not beyond the reach of creditors of
the employer. This interpretation makes the typical "rabbi trust" arrangement, and variations on such an
arrangement, unfunded plans for purposes of ERISA.

IRS Link to Labor Department Views. Unfunded status means that the plan would not be subject to the
ERISA disclosure and reporting requirements, and also that the IRS accepts that there is no transfer of
property from the employer to the employee for purposes of Section 83. If the DOL ever changes its
position on the funded status of rabbi trusts, not only will the ERISA standards apply to such a plan, but the
IRS would likely change its position on the tax status of transfers to rabbi trusts. This change in position is
not likely unless employers dramatically alter the form of rabbi trusts.
The old saying, "pigs get fat and hogs get slaughtered" seems to apply to this situation. If employers
stretch the boundaries of rabbi arrangements to provide security to employees in the event of insolvency,
a funded plan may result and the DOL and the IRS could become unanticipated adversaries to the
employer and employee.

The required use of a model document for advance rulings on rabbi trusts adopted on or after July 28, 1992,
should practically constrain the use of nonapproved forms of rabbi arrangements. However, the underlying
deferred compensation arrangement is not protected by use of a model rabbi trust, and some parties will
always push the boundaries of accepted conventions.

Funding with Life Insurance. Purchasing life insurance policies to fund the deferred payment obligation
may result in a funded plan for ERISA purposes if the employee expects that the eventual payment will
come from proceeds of the insurance. However, the DOL has indicated that purchase of insurance in
connection with a noncontributory death benefit plan adopted by Tandy Corporation did not result in a
funded plan. The Tandy plan had the following characteristics:
•

The employer was the policy beneficiary and proceeds could not be paid to any other party;

•

The employer was considered the owner of the policy, and proceeds were reachable by creditors of
the employer;

•

No beneficial interest was held by either the deferred compensation plan or the employee;

•

The policies were not held and represented to employees as the assets to be used to satisfy the deferred
payment obligation;

•

Benefit payments under the plan were not governed by or limited to the proceeds of the policies; and

•

The plan did not accept employee contributions [DOL Advisory Opinion Letter 81 -11 A, January 15,1981 ].
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Top-Hat Plans. Like excess benefit plans, unfunded "top-hat" plans are generally exempt from ERISA
requirements, including funding requirements. A top-hat plan refers to one that is intended to provide
benefits only to some designated group of key employees. (Remember that excess benefit plans only
provide benefits to compensate for Section 415 maximums.) It is not clear exactly what select group of
employees must be covered to constitute a top-hat plan. In theory, top-hat employees are those with the
power to negotiate their own compensation.
The definition of a highly compensated individual for purposes of the Internal Revenue Code does not
impact the status of a plan as top-hat, because the tax law definition is not intended to serve the same
purpose as DOL requirements. Top-hat plans can be subject to the reporting and disclosure provisions of
ERISA, but a simplified one-time filing can avoid future compliance requirements.
The DOL requires that this filing be made within 120 days after the plan becomes subject to the disclosure
and reporting requirements. The filing involves providing basic information such as the existence of the
plan, the identity of the plan sponsor, and the number of participants.

Facts-and-Circumstances Determination of Funded Status. As mentioned earlier in the chapter, the
DOL responded to an IRS request regarding the funded status of rabbi trusts. The DOL response indicated
that all surrounding facts and circumstances must be considered, but that the existence of a rabbi trust alone
would not mean that an excess benefit plan or a top-hat plan would not be considered unfunded.

Because the assets of a rabbi trust can be reached by the creditors of the employer, the assets are similar to
general assets of the employer. This is a key issue in the unfunded status of a nonqualified deferred
compensation plan: the general assets of the employer must be available to satisfy the obligation.
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SIMPLIFIED EMPLOYEE PENSIONS AND SIMPLE PLANS

INTRODUCTION

Definition of a SEP
A simplified employee pension (SEP) is defined in Section 408(k) as an individual retirement account or
annuity (IRA) satisfying certain statutory requirements. Section 408 provides the rules applicable to IRAs
in general, and a SEP is simply an employer-provided IRA.

Overview
Advantages of a SEP. The advantage of a SEP is its simplicity. It permits an employer to establish or
supplement a retirement plan for employees, but there is no actual "plan" established by the employer. The
informality of a SEP can be an important advantage to a small employer, who may otherwise find a pension
plan too costly to administer. Even large employers can find SEPs to be attractive, and a SEP could be
combined with a qualified pension plan.

SEPs also permit a salary reduction feature, similar to 401(k) arrangements. Thus, the employer can make
the SEP plan available to employees, who then use their own funds to make contributions. Of course,
nondiscrimination requirements apply to salary reduction arrangements.
SEPs may be established by self-employed individuals as well as partnerships. It is possible to have a
salary-reduction SEP, which would operate similar to a "401(k)" arrangement. Chapter 4 provides a
detailed discussion of 401(k) plans.
Effective for years beginning after 1996, salary reduction SEPs (SARSEPs) have been repealed. However,
if a SARSEP was established before January 1, 1997, the plan may continue in force. Contributions may
be made to employees with post-1996 start dates provided the employer’s plan was in place before 1997.
Therefore, the discussion dealing with SAPSEPs remains effective for those plans established before 1997.
SARSEPs were never particularly popular and they are likely to be phased out over time.

How a SEP Is Established and Administered. The IRS permits the establishment of a SEP through a
very informal process using IRS forms to create a model SEP. Not everyone is eligible to establish a SEP
through such an informal process, and a nonmodel SEP would be established by those taxpayers not
eligible to use the simplified process.
Nonmodel plans can be established through a "prototype" process, similar to other qualified plans. Once
established, the administration of a SEP follows the IRA rules, and any distributions would be taxed to the
employee in the same manner as distributions from any other IRA.
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Statutory Requirements of a SEP. Similar to other qualified plans, SEPs are subject to statutory
requirements with respect to participation, nondiscrimination, contribution allocations, and top-heavy
provisions. The nondiscrimination rules permit integration with Social Security. SEPs are subject to
additional reporting and disclosure requirements relative to an IRA established entirely by an individual.
ERISA applies to SEPs, although Department of Labor (DOL) reporting requirements can often be
simplified for SEP arrangements.

Chapter Organization. The remainder of this chapter will discuss who can establish a SEP and how the
SEP is established. The statutory requirements will be covered in detail, including the resulting tax effects
to the employer and employee for SEP contributions and distributions. The reporting and disclosure
requirements applicable to SEPs will be reviewed. Finally, the provisions applicable to simple IRA plans
will be reviewed.

WHO IS AN EMPLOYER FOR PURPOSES OF ESTABLISHING A SEP?
Definition of an Employer

A SEP is an IRA arrangement established by an employer on behalf of its employees. For this purpose, an
employer is broadly defined, using the definition in Section 401(c), and includes:
•

An incorporated employer;

•

A self-employed individual owning the entire interest in an unincorporated business; and

•

A partnership.

The self-employed individual is considered his or her own employer. The partnership is the employer of any
partner. Of course, nonowner employees of a partnership or an unincorporated business would also be eligible
for inclusion in a SEP, and based on the statutory requirements these employees would have to be included.

How Does an Employer Establish a SEP?

Model vs. Nonmodel Arrangements. As mentioned in the Introduction, establishing a SEP can be very
simple. A distinction is made between model and nonmodel SEPs, with somewhat different administrative
requirements applying to each. The basic requirement for establishing a SEP is to execute a written
instrument prior to the deadline for making deductible contributions for the tax year, including the
following information:
•

The name of the employer;

•

The requirements for employee participation;

•

The signature of a responsible official; and

•

The contribution allocation formula [Prop. Reg. 1.408-7(b)].
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IRA Account Must Exist. The employer must also establish an IRA account for any employee eligible to
participate in the SEP. The IRS provides three different forms for establishing a SEP, (two for model SEPs
and one for nonmodel SEPs) which we will discuss in more detail below.

Model SEPs
IRS Forms Can Be Used. A model SEP refers to one that qualifies to use Form 5305-SEP or Form
5305A-SEP. To use the Form 5305-SEP or Form 5305A-SEP, the employer cannot:
•

Currently maintain any other qualified retirement plan;

•

Have maintained a defined benefit plan at any time in the past;

•

Have any employees eligible to participate in the SEP for whom an IRA has not been established;

•

Have services provided by leased employees;

•

Be a member of an affiliated service group or be included in a commonly controlled group of
businesses, unless all eligible employees of the affiliated entities are included in the SEP;

•

Have SEP contributions integrated with Social Security.

Note that failing one of these requirements does not mean that the employer cannot establish a SEP, only
that the model forms cannot be used.

Copies of forms 5305-SEP and the instructions, are included in the Appendix to this chapter. The
information in the instructions to Form 5305-SEP can be read for a basic understanding of SEPs. The front
of the form provides a checklist of the requirements.

Automatic Approval with IRS Forms. If the model forms are used, IRS approval is automatic. There is
no need to file the forms with the IRS [Rev. Proc. 87-50, 1987-2 C.B. 647]. However, the employer must
distribute a copy of the executed form to each eligible employee. The back of the form includes a series of
questions and answers with respect to a SEP that must be provided to employees.

Nonmodel SEPs

Use of a Prototype Plan. If the employer does not qualify to use either Form 5305-SEP or 5305A-SEP,
then the SEP is a nonmodel one. Failure to qualify for use of the model plan can be due to failing any of
the conditions listed in the previous section.
There are two ways to establish a nonmodel SEP. A prototype SEP is one that is adopted by two or more
employers and sponsored by a qualifying organization. The IRS will opine on the status of prototype plans,
and an employer can rely on a favorable opinion issued with respect to a prototype plan. The only
organizations that can sponsor prototype plans are:
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•

A tax-exempt trade or professional organization;

•

A bank;

•

An insured credit union;

•

A regulated investment company (RIC);

•

Any person authorized by the Treasury Department to act as a custodian or a trustee of an IRA.

Approval Process for Prototype Plans. Application for approval of a prototype SEP is made on Form
5306-SEP, "Application for Approval of Prototype Simplified Employee Pension-SEP." This completed
form is submitted to the Washington, D.C., office of the IRS for approval. A copy of the Form 5306-SEP
is included in the appendix to this chapter.

Determination Letter Procedures. In 1987, the IRS announced it would not issue determination letters
with respect to any salary reduction SEP until further notice [IRS Notice 87-62, 1987-2 C.B. 374].
However, in Revenue Procedure 91-41, the IRS announced it would begin issuing opinions on SARSEPs.
This Revenue Procedure also included a model amendment that could be added to an existing prototype
SEP to permit employee contributions.
The IRS will not make a determination of the status of a nonmodel SEP that is not a prototype. However,
this does not mean that such a SEP will not be qualified [Rev. Proc. 87-50, 1987-2 C.B. 647].

TAX EFFECTS OF SEPs
In this section, we will briefly review the tax consequences of a SEP to the employer and the employee.
The maximum contribution per employee will then be discussed in light of limitations on employer
deductions and possible excise taxes for excess contributions.

Tax Effect to Employee
Income Tax and FICA Treatment. The employee's income does not include any employer contributions
to a SEP. Employer contributions are exempt from FICA and FUTA taxes. However, employer contributions
made pursuant to a salary reduction arrangement are subject to FICA and FUTA taxes as well as
withholding [Secs. 121(a)(5) and 3306(b)(5)].
If a self-employed individual makes contributions on his or her own behalf, the deduction is claimed on
line 27 of page 1 of the Form 1040. The SEP deduction does not reduce Schedule C income, which
carries to Schedule SE. So, the self-employed individual's SEP contribution does not reduce SE income.
As discussed later in the chapter, Section 401(c)(2)(A) defines earned income for qualified plan
contributions as net earnings from self-employment determined with regard to the Section 404 deduction
for SEP contributions. By a literal reading one infers that the definition for purposes of self-employment
taxes is determined without the Section 404 deduction. Such an inference is consistent with the way the
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federal tax forms compute the self-employment tax liability of a self-employed individual who also
makes SEP contributions.
Contributions in excess of statutory limits can be subject to an excise tax if not withdrawn on a timely
basis. The excise tax is discussed later in this chapter.

IRA Distribution Rules Apply. If all contributions are within statutory limits, the employee has no tax
effect until amounts are distributed from the SEP. The distribution rules are the same as for any IRA, and
qualified rollovers are permitted on the same terms as an IRA.

SEP Is Active Participation. It should also be noted that participation in a SEP is treated as active
participation in a pension plan for purposes of the Section 219(g) limitation on deductions to IRA accounts.
This will not affect the tax status of employer SEP contributions. However, an employee can generally
contribute to an IRA in addition to her SEP. If AGI exceeds the Section 219(g) limitations, SEP
participation could result in disallowance of a deduction for an IRA contribution by the employee.

Tax Effect to Employer

Timing of Deduction. Similar to the treatment afforded other qualified plan contributions, the employer is
entitled to a deduction for any contributions to a SEP. The deduction is allowed:
•

In the taxable year of the employer, if the SEP is maintained on the same tax year as the employer;

•

In the employer's tax year ending within the calendar year if the SEP is maintained on a calendar year basis.

The deduction is claimed for a tax year if the contribution is made on account of the tax year and is made
on or before the due date for filing the employer's tax return, including extensions [Sec. 404(h)].

Limitations on Amount of Deduction. The deduction is limited to 15% of employee compensation for
the year. Contributions in excess of the limitation are carried forward without limitation, and are used on a
first-in, first-out basis after the current year contribution is deducted [Sec. 404(h)].

There are several possible limitations on the allowance of a deduction:

•

Limits If the Employer Maintains Other Plans
— Annual contributions to stock bonus or profit-sharing plans are limited to 15% of an employee's
compensation. Any contribution claimed for a SEP reduces the allowable contribution for stock
bonus or profit-sharing plans [Secs. 404(h)(2) and 404(a)(3)(A)].
— If the employer maintains some combination of defined contribution and defined benefit plans, the
maximum annual deduction is the greater of 25% of compensation or the amount needed to meet the
minimum funding standards for the defined benefit plan. For the aggregate limitation, SEP contributions
are treated as contributions to a defined contribution plan [Secs. 404(h)(3) and 404(a)(7)].
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•

Reasonableness Limitation

— The SEP deduction is allowed only as an expense in connection with the production of income [Sec.
212] or an ordinary and necessary business expense [Sec. 162]. The deduction will be disallowed if
aggregate employee compensation, taxable and nontaxable, exceeds a reasonable standard.

— With respect to this standard, note that Schedule E of the Form 1120 requires detail of officers’
compensation, including any amounts paid that are deducted anywhere on the corporate return. Thus,
amounts reported on Schedule E need not agree with the taxable income reflected on the employee's
W-2, and would include SEP contributions. This schedule is not required if gross receipts are less
than $500,000.

Self-Employed Taxpayers

As was mentioned in the introduction, a self-employed individual is treated as the employer for purposes of
implementing a SEP.

Deduction Limitation. The deduction limitation for a self-employed individual is 15% of earned income.
Earned income is defined as net earnings from self-employment, which is adjusted downward to reflect the
following two deductions allowed on the individual's tax return:
•

The deduction for the SEP contribution;

•

The deduction for 50% of self-employment tax paid [Sec. 401(c)(2)(A)].

Prior to the 1990 tax year, there was no deduction for one-half of the self-employment tax paid. The
maximum deduction percentage could then be readily determined, and the IRS published a table with the
maximum percentage.
Example 3-1: Rachel would like to know the maximum percentage she can deduct for a
contribution to a self-employed SEP.

The computation is as follows, where MAXDED is defined as the maximum deduction and EI is the earned
income before the contribution deduction:

MAXDED
MAXDED
1.15 MAXDED
MAXDED
MAXDED

=
=
=
=
=

. 15 [El - MAXDED]
.15 EI- .15 MAXDED
.15 EI
.15EI/1.15
.1304 EI (13.04% of earned income)

Example 3-2: What would be the maximum SEP contribution where the self-employed is below
the OASI wage base? Assume that a self-employed individual has net earnings from self-employment
of $40,000. The self-employment tax liability would be $5,688, computed as (.153)(.9235)($40,000).
The maximum SEP contribution, assuming the plan provides for a 15% contribution, is 13.04% of the
self-employment earnings reduced by the deduction for one-half of the self-employment tax paid. Thus,
the maximum deduction is (.13043)($40,000 - 2,844), or $4,846.
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Disadvantage for Self-Employed. The deduction for one-half of the social security taxes paid by a selfemployed taxpayer was intended to equate the after-tax cost of the self-employed individual paying both
halves of the Social Security taxes with the overall cost to an employer and employee. The reduction in the
maximum contribution due to the different tax base for self-employed taxpayers illustrates that the selfemployed taxpayer was shortchanged when it comes to qualified plan contributions.

Reporting the Self-Employed Deduction. Contributions made by a self-employed individual on her own
behalf are reported on line 27 of Form 1040 as an adjustment to income. This is reported on the same line
for reporting Keogh contributions. If the self-employed individual is also making contributions for
employees, the contributions are deducted on Schedule C or Schedule F, whichever is applicable.

CONTRIBUTION LIMITATIONS
The above section deals with limitations on the employer deduction for contributions to a SEP. There are
also limitations on the amount that can be contributed, and there are penalties associated with excess
contributions.

Reason: Earnings from contributions accumulate free of tax. If the only penalty associated with excess
contributions was a loss of a tax deduction, the taxpayer might be best served by excess contributions, with
the taxpayer benefit coming at the expense of federal revenues.

Limitation on Employer Contributions

The maximum annual employer contribution to an employee SEP is the lesser of:
•

15% of employee compensation for the year, or;

•

$30,000.

Compensation Limitation. For purposes of the percentage of compensation limitation, contributions
cannot be made with respect to compensation in excess of $160,000 (1998). This limit will apply if the
employer provides that contributions will be, say, 5% of compensation. Although 5% is less than the 15%
limit, an excess contribution will result if contributions are made with respect to compensation in excess of
$160,000(1998).
Example 3-3: USCO makes 1999 contributions to its SEP equal to 5% of employee compensation.

Adam. Adam earns $40,000 in 1999, and his contribution is $2,000.

Eve. Eve makes $400,000.
If USCO contributed $20,000 to Eve's account in 1999, it would not violate either the 15% or the
$30,000 limitation.
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However, the contribution to Eve's account is limited to $8,000 (5% of $160,000) because of the
compensation limit.
Eve in Relation to Adam. If USCO wanted to contribute $20,000 to Eve's account in 1999, it
would have to contribute 12.5% to each employee's account (12.5% of $160,000 is $20,000).
This means that Adam's contribution would have to be $5,000, and all other employees' contributions
would be adjusted accordingly.

Indexation of Dollar Contribution Limit. The $30,000 limit is found in Section 415(c)(1)(A), and is
subject to indexing for inflation.

The defined benefit limit is $130,000 for 1999.

Excess Contributions. Excess contributions are treated as distributed to the employee, and are included in
employee compensation for the year [Sec. 402(h)(2)]. There is also an excise tax imposed if the employee
fails to remove the excess contributions (discussed later in this chapter).

Limitation on Employee Contributions

IRA Rules Apply. A SEP requires that the employer establish an IRA on behalf of the employee, and it is
possible for the employee to make contributions to the IRA. These contributions are subject to the same rules
applicable to all IRAs. Thus, the general limit is $2,000 per year of employee contributions.
Recall that participation in a SEP is active participation for purposes of limitations on the deductibility of
employee contributions to an IRA. Thus, it is possible that the employee may not be entitled to deduct the
contribution, based on the employee's AGI and filing status for the year. Nondeductible contributions must be
reported on Form 8606.

Limitations on Salary Reduction Contributions
Aggregate Limit for All Salary-Reduction Plans. The tax law imposes an overall limit on elective
deferrals, including:

•

Salary reduction contributions to a SEP;

•

Contributions to a Section 401(k) plan (discussed in chapter 4);

•

Contributions to purchase a tax-deferred annuity under Section 403(b)[Sec. 402(g)].

The overall limitation on elective deferrals is $10,000 for 1999, and this amount is adjusted annually for inflation.
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Employer Must Notify Employee of Excess Deferrals to the Employer's Plan. Because this is an overall
limitation, the employee's SEP may conform with the limitation, and the employee may still have excess
deferrals. The employer must notify the employee of excess SEP contributions made to that employer's plan.

Employee Responsible If More Than One Employer. The employee is responsible for determining
whether the aggregate excess deferrals exceed the limitation. Failure to remove the excess contributions
on a timely basis can subject the employee to penalties (discussed later in this chapter).

Excise Tax on Excess Contributions
If contributions to an employee's SEP exceed the annual limitation, the excess contributions can be subject to
a 6% excise tax [Sec. 4973(a)] as well as the 10% additional tax [Sec. 72(t)] for premature withdrawals from
an IRA.
The 6% penalty tax on excess contributions can be avoided if the employee:
•

Withdraws the excess on or before the due date of the employee's return for the year of the contribution;

•

Withdraws any interest attributable to the excess contribution;

•

Includes the distributed amounts in income for the year [Sec. 408(d)(4)(B)].

The 10% penalty does not apply if:
•

The excess is withdrawn by the due date of the employee's tax return for the year of the contribution, or

•

The distribution is received after the due date of the employee’s return for the year of the contribution and:

— The contribution exceeds the amount that can be excluded from the employee's income for the year, and

— No amount of the excess contribution was actually excluded from the employee's income for the
year [Sec. 408(d)(5)(A)].

STATUTORY REQUIREMENTS: BASIC SEP
The "basic" SEP (without salary reduction) is subject to five general requirements:
•

Minimum employee participation requirements;

•

Contributions cannot discriminate in favor of highly compensated employees;

•

Contributions must be made pursuant to a written allocation formula;
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•

Withdrawals must be permitted;

•

The Section 416 top-heavy provisions must be satisfied [Sec. 408(k)(1)].

Each of these will be discussed in more detail in the following sections.

Employee Participation Requirements

Section 408(k)(2) establishes certain minimum participation standards for SEPs. An employee must participate
in the SEP if the employee:

•

Has attained age 21;

•

Has performed services for the employer for at least 3 of the immediate preceding 5 years; and

•

Has total compensation for the year not less than $400 for 1999. (The compensation figure is inflation
adjusted, and the 1999 figure is provided.)

Definition of Service. Any service is included in the 3 of 5 year test. The employer does have some
flexibility in applying this test. The employer can use the calendar year or the employer's tax year. Also,
the employer can elect to use the plan year if it differs from the calendar year.

Excluded Employees. Certain employees may be excluded from SEP participation. These include:
•

Nonresident aliens with no U.S. source income from the employer;

•

Employees covered under a collective bargaining agreement that included bargaining for retirement benefits.

The "collective bargaining" exception applies to all qualified plans, and basically means that certain
employees may agree to be excluded from participation, presumably because they receive a benefit of equal
or greater value to them in exchange for nonparticipation.

Controlled and Affiliated Entities. The 100% participation requirement cannot be circumvented through
the use of related entities to employ individuals the employer does not want to cover. Individuals employed
by the following entities must also be covered:
•

Affiliated service group members. (See Section 414(m)(2) for a definition);

•

Controlled group members. (See Section 414(b) for modifications to the Section 1563 definition);

•

Trade or businesses under common control [Section 414(c)].

Leased employees are also treated as employees. If an employee meets the participation standards
at any time during the tax year, the employer must make a contribution for the employee. This includes
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employees who terminate employment during the year, including deceased employees. If the employer
can no longer locate the employee after termination of employment, a contribution must still be made on
behalf of the employee.

Nondiscrimination Requirements
Highly Compensated Employees. Section 408(k)(3) prohibits a SEP from discriminating in favor of
highly compensated employees. For this purpose, highly compensated means any employee who during
the preceding or current year satisfies any of the following [Sec. 414(q)]:

An employee is highly compensated if (1) he was a five percent owner of the employer at any time during
the current year or the preceding year, or (2) he had compensation for the preceding year in excess of
$80,000 (this is the 1998 figure which will be indexed for inflation). If the employer so elects, this second
condition will apply only if the employee’s compensation was in the top 20 percent of all employees for the
preceding year. That is, an employer with 100 employees who are not 5 percent owners, and which has 35
employees earning more than $80,000, may limit the number of highly compensated employees from this
second group to 20 by making the election.

Uniform Contribution Ratio.
To avoid failing the nondiscrimination requirement, employer
contributions must generally bear a uniform relationship to employee compensation up to the maximum
compensation limit for defined contribution plans. This compensation limit is $160,000 in 1999. As
discussed below, the integration provisions for defined contribution plans are an exception to this uniform
contribution requirement [Sec. 408(k)(3)(C) and (D)].
The nondiscrimination requirement prohibits discrimination in favor of the highly compensated. The
statutory uniform contribution requirement literally would prohibit discrimination against the highly
compensated. However, discriminating against the highly compensated appears to be acceptable to the
government. There are two examples of this:

•

Proposed Regulation Section 1.408-8(c)(l) sanctions a contribution schedule that decreases as
compensation increases. Notice that this means that contributions could increase as compensation
increases, but at a decreasing rate. For example, an employee earning $100,000 receives contributions
of $5,000 (5% of compensation), while an employee earning $50,000 receives contributions of $3,000
(6% of compensation).

•

Letter Ruling 8441067 approves a plan that bases contributions on hours worked, with a fail-safe
provision that contributions cannot be proportionately higher as compensation increases. There is no
reason to expect that an employee earning twice as much as another would work more than twice the
number of hours, a necessary condition for this plan to discriminate in favor of the highly compensated.

•

For example, assume that employee A, who is highly compensated, earns $60,000. Employee B, who
is not highly compensated, earns $30,000. If contributions are based on compensation, employee A can
receive two times the amount of contributions received by employee B. If contributions are instead
based on hours worked, the ratio of employee A contributions to employee B contributions is expected
to be less, because we would not expect employee A to work two times the number of hours as
employee B.
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This type of a plan would very likely be detrimental to the highly compensated relative to uniform
contributions.

Social Security Integration Permitted. In measuring contribution nondiscrimination, a SEP can integrate
with Social Security contributions in the same manner as other defined contribution plans [Sec. 401 (1)(2)].
Basically, integration permits the contribution percentage to differ below and above a designated wage
level (integration level).
The integration level must be specified, and cannot exceed the Social Security wage base for OASDI
contributions for the year. However, the disparity between contributions above and below the integration
level is limited, and the integration level must be selected to avoid exceeding the maximum permitted
disparity.

Written Allocation Formula

Section 408(k)(5) requires that a written allocation formula specify:
•

The requirements that an employee must satisfy to receive an allocation of contributions for the year; and

•

The manner in which the contribution allocation will be computed.

The first criterion is subject to the participation standards previously discussed. The employer can exclude
those employees who fail to satisfy the participation requirements, although that is not required (all
employees can be covered). The second is subject to the nondiscrimination standard and the limit on
annual contributions.

No Contribution Is Required to Be Made. The written allocation requirement simply formalizes the
employer's obligations under the SEP arrangement. Notice, however, that the allocation requirements do
not require the employer to make any contribution at all. Instead, if a contribution is made for the year, it
must follow the written formula.

Permitted Withdrawals

Section 408(k)(4) provides that a SEP must not:
•

Condition contributions on the employee’s retention of such contributions in the SEP; or

•

Prohibit withdrawals from the SEP.

Immediate Vesting Required. Employer SEP contributions are immediately and fully vested, and the
employee can withdraw the contributions without restriction. Any withdrawals are taxed in the same
manner as distributions from an IRA, including the potential for penalty. However, it must be the
employee's discretion to make any withdrawals.
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Top-Heavy Provisions

Key Employee Concentration Limitation. Section 408(k)(l)(B) provides that a SEP must meet the topheavy rules of Section 416. If a plan provides a disproportionate share of benefits to designated key
employees, it is said to be top heavy. A top-heavy plan is one where the aggregate account balances of key
employees exceed 60% of the aggregate account balances of all participating employees [Sec. 416(i)(6)].
However, a special rule for SEPs permits the employer to elect to use aggregate employer contributions
instead of aggregate account balances in the top-heavy test.

Effect of Top-Heavy Status. Top-heavy classification may reduce employer flexibility because a
minimum 3% contribution would be required for all non-key employees [Sec. 416(c)(2)(A)]. If the
maximum contribution for key employees is less than 3%, then the minimum contribution for non-key
employees is whatever the key employee maximum percentage is. There is no integration permitted for
purposes of the minimum contribution rule for non-key employees [Sec. 416(e)].

Key Employee Definition. For determining top-heavy status, a key employee includes anyone who during
the current plan year, or any of the four preceding years is (or was):
•

An officer with compensation in excess of 150% of the defined benefit plan limits (for annual benefits)
for the year.

•

One of the ten employees earning in excess of the maximum contribution limit for defined contribution
plans, and also owning one of the largest interests in the employer.

•

Either

— A 5% owner of capital or profits in the employer, or
— A 1% owner of capital or profits in the employer with annual compensation in excess of $150,000
[Sec. 416(i)].

STATUTORY REQUIREMENTS: SALARY REDUCTION SEP
A SEP may include a salary-reduction feature. Basically, this means that employees are given a choice of
receiving cash or electing to have a given amount contributed to a SEP. The deferral election must be
made before the income is paid.

Effective for years beginning after 1996, salary reduction SEPs (SARSEPs) have been repealed. However,
if a SARSEP was established before January 1, 1997, the plan may continue in force. Contributions may
be made to employees with post-1996 start dates provided the employer’s plan was in place before 1997.
Therefore, the discussion dealing with SAPSEPs remains effective for those plans established before 1997.
SARSEPs were never particularly popular and they are likely to be phased out over time.

53

SIMPLIFIED EMPLOYEE PENSIONS AND SIMPLE PLANS

Differences with Basic SEP
If a "SARSEP" is implemented, contributions (elective deferrals) are subject to special limitations, and the
plan cannot provide for integration with Social Security [Sec. 408(k)(3)(D)]. The SARSEP is available only
to small employers, and must meet participation requirements not applicable to a basic SEP. The maximum
permitted contribution to a SARSEP is also lower than applicable to a basic SEP.

DISTRIBUTIONS FROM SEP ARRANGEMENTS

A SEP is not an employer plan, but rather an IRA. Therefore, the distribution rules are identical to the
IRA provisions, whether the distribution is attributable to contributions to a basic or salary-reduction
SEP [Sec. 408(d)].

Distributions Generally Included in Income

Generally, a distribution is included in the employee's income unless:
•

A qualified rollover is made to another IRA or a qualified plan within the 60-day time limitation;

•

It consists of a return of a contribution, and income attributable to the contribution, that occurs prior to
the due date of the employee's tax return. Such a return would be treated as if the contribution was
never made. Thus, no deduction from the employee's income is permitted;

•

It consists of excess contributions returned after the due date of the employee's return provided no
deduction was allowed for the excess contribution [Secs. 408(d)(3), (4), and (5)].

Two Different Penalties Can Apply
Premature distributions, generally referring to distributions received in a tax year before the participant
reaches age 591/2, are subject to the 10% penalty tax imposed by Section 72(t). The excess accumulation
tax of Section 4974 can apply if minimum distribution requirements are not satisfied.

USE OF SEPS

Employers have not adopted SEPs to the extent contemplated by Congress when the arrangements were enacted.
In 1992, the General Accounting Office (GAO) evaluated the reasons for the low utilization rate of SEPs.
The GAO study concluded that there are three primary reasons:
•

The required participation by virtually all employees;

•

The inability to use a vesting schedule to provide an incentive for continued employment; and

•

The dollar limits imposed on SARSEP contributions.
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The failure to use SEPS may account for the enactment of simple plans.

SIMPLE IRA PLANS

Overview
Beginning in 1997, an employer may offer a so-called “SIMPLE” plan. A SIMPLE plan may be offered as
an IRA or as part of a Section 401(k) plan. SIMPLE 401(k) plans are discussed in Chapter 4. This section
reviews the rules applicable to SIMPLE-IRA plans.

A SIMPLE-IRA may be offered by an eligible employer, defined as one who does not maintain a qualified
plan during the year (a SIMPLE-IRA is not itself a qualified plan, but a SIMPLE-IRA cannot be used if the
employer maintains a qualified plan) and who has no more than 100 employees in the preceding tax year. If
an employer adopts a SIMPLE-IRA and later becomes an ineligible employer, there is a two-year grace
period during which the SIMPLE-IRA may be continued.
An employer may make nonelective contributions on behalf of eligible employees or permit such
employees to make elective deferrals. An eligible employee is one who received at least $5,000 of
compensation in any two preceding years and who is reasonably expected to earn at least $5,000 in the
current year. An employer may choose to make contributions on behalf of employees who fail to meet this
income threshold. Any contributions are 100 percent vested.

An employee may defer as much as $6,000 per year to a SIMPLE-IRA.
applicable to 401(k) plans or salary reduction SEPs.

This limit is less than that

SIMPLE-IRA Avoids Nondiscrimination and Top-Heavy Rules
The advantage of a SIMPLE-IRA over a SEP is the ability to satisfy nondiscrimination and top-heavy
provisions by use of one of two special contribution provisions. The SIMPLE-IRA may provide for either:
1. A 100 percent matching contribution for all contributions made by employees, up to a maximum of 3
percent of compensation. Of course, an employer may always match more than is required, but a
matching contribution up to 3 percent of compensation will satisfy nondiscrimination rules. This is so
even if many employees choose to contribute nothing to the plan and therefore receive no match.

2. A nonelective contribution of 2 percent of compensation for each eligible employee.
If the employer chooses to make matching contributions, it appears that the $160,000 compensation limit
for qualified plan contributions does not apply. Thus, the 3 percent match could apply to compensation as
high as $200,000 (the match is limited to 100 percent of the employee’s contribution, which is limited to
$6,000. Thus, the 3 percent matching contribution would not exceed $6,000, which is 3 percent of
$200,000). In contrast, the nonelective contributions are limited to $160,000 of compensation.

An employer may elect to reduce the matching contribution percentage to as low as 1 percent provided that
the 3 percent match is made for at least three of five years.
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An employee’s contribution to a SIMPLE-IRA is not limited to 25 percent of compensation, as is the case
with a SEP plan. Thus, an employee with $6,000 of compensation could defer all of the compensation in a
SIMPLE-IRA.

An employer’s deduction for contributions to a SIMPLE-IRA is not limited to 15 percent of compensation.

Taxation of Distributions
Distributions from a SIMPLE-IRA are generally taxed the same as distributions from any IRA. Thus, a 10
percent penalty applies for most distributions before age 591/2. However, the penalty is increased to 25
percent if a distribution is taken from a SIMPLE-IRA within the first two years of the employee’s
participation. Also, during the first two years of participation, an employee may avoid an early distribution
penalty only by a rollover to another SIMPLE-IRA. After the first two years, the early distribution penalty
drops to 10 percent and it may be avoided by a rollover to any IRA.

Employer Reporting

An employer must notify employees of the opportunity to participate in the plan. This notice must be
provided before the employee is required to make a decision to elect to defer compensation, which
generally means more than 60 days before the start of the year. If the employer is a new employer, the plan
may be established for the year within a reasonable time after the employer comes into existence. Special
relief was granted for plans beginning on January 1, 1997 [Announcement 96-112, 1996-45 IRB].

The trustee of a SIMPLE-IRA must provide a summary description to the employer each year and must
also provide each employee with a statement of their account. Employers may adopt a SIMPLE-IRA by
using Form 5304-SIMPLE or Form 5305-SIMPLE. Form 5304-SIMPLE does not designate a financial
institution and thus allows each employee to select his or her own financial institution to administer the
account. Form 5305-SIMPLE is used when the employer requires all accounts to be at a designated
financial institution.

IRS Guidance on SIMPLE-IRAs

As mentioned above, the IRS has created model forms to adopt SIMPLE-IRAs. The employer may use
Form 5304-SIMPLE or Form 5305-SIMPLE. The IRS has also provided question and answer guidance in
Notice 97-6, 1997-2 IRB.
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Form

5305-SEP

(Rev. January 1997)

OMB No. 1545-0499

Simplified Employee Pension-Individual
Retirement Accounts Contribution Agreement

Department of the Treasury
Internal Revenue Service

DO NOT File With
the Internal
Revenue Service

(Under section 408(k) of the Internal Revenue Code)

_________________________________________________________ makes the following agreement under section 408(k) of the
(Name of employer)

Internal Revenue Code and the instructions to this form.

Article I—Eligibility Requirements (Check appropriate boxes—see Instructions.)
The employer agrees to provide for discretionary contributions in each calendar year to the individual retirement account or individual
retirement annuity (IRA) of all employees who are at least_________ years old (not to exceed 21 years old) and have performed
services for the employer in at least_________ years (not to exceed 3 years) of the immediately preceding 5 years. This simplified
employee pension (SEP) □ includes □ does not include employees covered under a collective bargaining agreement,
□ includes □ does not include certain nonresident aliens, and □ includes □ does not include employees whose total

compensation during the year is less than $400
*.

Article II—SEP Requirements (See Instructions.)
The employer agrees that contributions made on behalf of each eligible employee will be:

A.
B.
C.
D.

Based only on the first *$160,000 of compensation.
Made in an amount that is the same percentage of compensation for every employee.
Limited annually to the smaller of *$30,000 or 15% of compensation.
Paid to the employee's IRA trustee, custodian, or insurance company (for an annuity contract).

Name and title

Employer's signature and date

Paperwork Reduction Act Notice

Instructions to the Employer

You are not required to provide the
information requested on a form that is
subject to the Paperwork Reduction Act
unless the form displays a valid OMB control
number. Books or records relating to a form
or its instructions must be retained as long as
their contents may become material in the
administration of any Internal Revenue law.
Generally, tax returns and return information
are confidential, as required by Code section
6103.
The time needed to complete this form will
vary depending on individual circumstances.
The estimated average time is:
Recordkeeping
.... 1 hr., 40 min.
Learning about the
law or the form
.... 1 hr., 35 min.
Preparing the form ... 1 hr., 41 min.
If you have comments concerning the
accuracy of these time estimates or
suggestions for making this form simpler, we
would be happy to hear from you. You can
write to the Tax Forms Committee, Western
Area Distribution Center, Rancho Cordova,
CA 95743-0001. DO NOT send this form to
this address. Instead, keep it for your
records.

Simplified Employee Pension.—A SEP is a
written arrangement (a plan) that provides you
with a simplified way to make contributions
toward your employees' retirement income.
Under a SEP, you can contribute to an
employee's individual retirement account or
annuity (IRA). You make contributions directly
to an IRA set up by or for each employee
with a bank, insurance company, or other
qualified financial institution. When using
Form 5305-SEP to establish a SEP, the IRA
must be a Model IRA established on an IRS
form or a master or prototype IRA for which
the IRS has issued a favorable opinion letter.
Making the agreement on Form 5305-SEP
does not establish an employer IRA described
in section 408(c).
When Not To Use Form 5305-SEP. --- DO not
use this form if you:
1. Currently maintain any other qualified
retirement plan. This does not prevent you
from maintaining another SEP.
2. Previously maintained a defined benefit
plan that is now terminated.
3. Have any eligible employees for whom
IRAs have not been established.
4. Use the services of leased employees
(described in section 414(n)).
5. Are a member of an affiliated service
group (described in section 414(m)), a
controlled group of corporations (described in
section 414(b)), or trades or businesses under
common control (described in sections 414(c)
and 414(o)), unless all eligible employees of
all the members of such groups, trades, or
businesses, participate in the SEP.
6. Will not pay the cost of the SEP
contributions. Do not use Form 5305-SEP for
a SEP that provides for elective employee

Instructions
Section references are to the Internal
Revenue Code unless otherwise noted.

Purpose of Form
Form 5305-SEP (Model SEP) is used by an
employer to make an agreement to provide
benefits to all eligible employees under a SEP
described in section 408(k). Do not file this
form with the IRS. See Pub. 560, Retirement
Plans for the Self-Employed, and Pub. 590,
Individual Retirement Arrangements (IRAs).

contributions even if the contributions are
made under a salary reduction agreement.
Use Form 5305A-SEP, or a nonmodel SEP
if you permit elective deferrals to a SEP.
Note: SEPs permitting elective deferrals
cannot be established after 1996.
Eligible Employees.—All eligible employees
must be allowed to participate in the SEP. An
eligible employee is any employee who: (1) is
at least 21 years old, and (2) has performed
"service" for you in at least 3 of the
immediately preceding 5 years.
Note: You can establish less restrictive
eligibility requirements, but not more
restrictive ones.
Service is any work performed for you for
any period of time, however short. If you are
a member of an affiliated service group, a
controlled group of corporations, or trades or
businesses under common control, service
includes any work performed for any period
of time for any other member of such group,
trades, or businesses.
Excludable Employees.—The following
employees do not have to be covered by the
SEP: (1) employees covered by a collective
bargaining agreement whose retirement
benefits were bargained for in good faith by
you and their union, (2) nonresident alien
employees who did not earn U.S. source
income from you, and (3) employees who
received less than $400
*
in compensation
during the year.
Contribution Limits.—The SEP rules permit
you to make an annual contribution of up to
15% of the employee's compensation or
*,
$30,000
whichever is less. Compensation,
for this purpose, does not include employer
contributions to the SEP or the employee's
compensation in excess of $160,000
*.
If you
also maintain a Model Elective SEP or any

* This amount reflects the cost-of-living increase effective January 1, 1997. The amount is adjusted annually.
The IRS announces the increase, if any, in a news release and in the Internal Revenue Bulletin.

Cat. No. 11825J

Form

5305-SEP

(Rev. 1-97)
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other SEP that permits employees to make
elective deferrals, contributions to the two
SEPs together may not exceed the smaller of
*
$30,000
or 15% of compensation for any
employee.
Contributions cannot discriminate in favor
of highly compensated employees. You are
not required to make contributions every year.
But you must contribute to the SEP-IRAs of
all of the eligible employees who actually
performed services during the year of the
contribution. This includes eligible employees
who die or quit working before the
contribution is made.
You may also not integrate your SEP
contributions with, or offset them by,
contributions made under the Federal
Insurance Contributions Act (FICA).
If this SEP is intended to meet the
top-heavy minimum contribution rules of
section 416, but it does not cover all your
employees who participate in your elective
SEP, then you must make minimum
contributions to IRAs established on behalf of
those employees.
Deducting Contributions.—You may deduct
contributions to a SEP subject to the limits of
section 404(h). This SEP is maintained on a
calendar year basis and contributions to the
SEP are deductible for your tax year with or
within which the calendar year ends.
Contributions made for a particular tax year
must be made by the due date of your
income tax return (including extensions) for
that tax year.
Completing the Agreement.—This
agreement is considered adopted when:
• IRAs have been established for all your
eligible employees;
• You have completed all blanks on the
agreement form without modification; and
• You have given all your eligible employees
the following information:
1. A copy of Form 5305-SEP.
2. A statement that IRAs other than the
IRAs into which employer SEP contributions
will be made may provide different rates of
return and different terms concerning, among
other things, transfers and withdrawals of
funds from the IRAs.
3. A statement that, in addition to the
information provided to an employee at the
time the employee becomes eligible to
participate, the administrator of the SEP must
furnish each participant within 30 days of the
effective date of any amendment to the SEP,
a copy of the amendment and a written
explanation of Its effects.
4. A statement that the administrator will
give written notification to each participant of
any employer contributions made under the
SEP to that participant's IRA by the later of
January 31 of the year following the year for
which a contribution is made or 30 days after
the contribution is made.
Employers who have established a SEP
using Form 5305-SEP and have furnished
each eligible employee with a copy of the
completed Form 5305-SEP and provided the
other documents and disclosures described
in Instructions to the Employer and
Information for the Employee, are not
required to file the annual information returns,
Forms 5500, 5500-C/R, or 5500-EZ for the
SEP. However, under Title I of ERISA, this
relief from the annual reporting requirements
may not be available to an employer who
selects, recommends, or influences its

__________________________________________________________ Page

employees to choose IRAs into which
contributions will be made under the SEP, if
those IRAs are subject to provisions that
impose any limits on a participant's ability to
withdraw funds (other than restrictions
imposed by the Code that apply to all IRAs).
For additional information on Title I
requirements, see the Department of Labor
regulation at 29 CFR 2520.104-48.

Information for the Employee
The information below explains what a SEP
is, how contributions are made, and how to
treat your employer's contributions for tax
purposes. For more information, see Pub.
590.
Simplified Employee Pension.—A SEP is a
written arrangement (a plan) that allows an
employer to make contributions toward your
retirement. Contributions are made to an
individual retirement account/annuity (IRA).
Contributions must be made to either a
Model IRA executed on an IRS form or a
master or prototype IRA for which the IRS
has issued a favorable opinion letter.
An employer is not required to make SEP
contributions. If a contribution is made, it
must be allocated to all the eligible
employees according to the SEP agreement.
The Model SEP (Form 5305-SEP) specifies
that the contribution for each eligible
employee will be the same percentage of
compensation (excluding compensation
higher than $160,000
*)
for all employees.
Your employer will provide you with a copy
of the agreement containing participation
rules and a description of how employer
contributions may be made to your IRA. Your
employer must also provide you with a copy
of the completed Form 5305-SEP and a
yearly statement showing any contributions to
your IRA.
All amounts contributed to your IRA by
your employer belong to you even after you
stop working for that employer.
Contribution Limits.—Your employer will
determine the amount to be contributed to
your IRA each year. However, the amount for
any year is limited to the smaller of $30,000
*
or 15% of your compensation for that year.
Compensation does not include any amount
that is contributed by your employer to your
IRA under the SEP. Your employer is not
required to make contributions every year or
to maintain a particular level of contributions.
Tax Treatment of Contributions.—Employer
contributions to your SEP-IRA are excluded
from your income unless there are
contributions in excess of the applicable limit.
Employer contributions within these limits will
not be included on your Form W-2.
Employee Contributions.—You may
contribute the smaller of $2,000 or 100% of
your compensation to an IRA. However, the
amount you can deduct may be reduced or
eliminated because, as a participant in a SEP,
you are covered by an employer retirement
plan.
SEP Participation.—If your employer does
not require you to participate in a SEP as a
condition of employment, and you elect not
to participate, all other employees of your
employer may be prohibited from
participating. If one or more eligible
employees do not participate and the
employer tries to establish a SEP for the
remaining employees, it could cause adverse
tax consequences for the participating
employees.
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An employer may not adopt this IRS Model
SEP if the employer maintains another
qualified retirement plan or has ever
maintained a qualified defined benefit plan.
This does not prevent your employer from
adopting this IRS Model SEP and also
maintaining an IRS Model Elective SEP or
other SEP. However, if you work for several
employers, you may be covered by a SEP of
one employer and a different SEP or pension
or profit-sharing plan of another employer.
SEP-IRA Amounts—Rollover or Transfer to
Another IRA.—You can withdraw or receive
funds from your SEP-IRA if within 60 days of
receipt, you place those funds in another IRA
or SEP-IRA. This is called a "rollover" and
can be done without penalty only once in any
1-year period. However, there are no
restrictions on the number of times you may
make "transfers" if you arrange to have these
funds transferred between the trustees or the
custodians so that you never have
possession of the funds.
Withdrawals.—You may withdraw your
employer's contribution at any time, but any
amount withdrawn is includible in your
income unless rolled over. Also, if withdrawals
occur before you reach age 591/2, you may be
subject to a tax on early withdrawal.
Excess SEP Contributions.—Contributions
exceeding the yearly limitations may be
withdrawn without penalty by the due date
(plus extensions) for filing your tax return
(normally April 15), but is includible in your
gross income. Excess contributions left in
your SEP-IRA account after that time may
have adverse tax consequences. Withdrawals
of those contributions may be taxed as
premature withdrawals.
Financial Institution Requirements.—The
financial institution where your IRA is
maintained must provide you with a
disclosure statement that contains the
following information in plain, nontechnical
language:
1. The law that relates to your IRA.
2. The tax consequences of various options
concerning your IRA.
3. Participation eligibility rules, and rules on
the deductibility of retirement savings.
4. Situations and procedures for revoking
your IRA, including the name, address, and
telephone number of the person designated
to receive notice of revocation. (This
information must be clearly displayed at the
beginning of the disclosure statement.)
5. A discussion of the penalties that may
be assessed because of prohibited activities
concerning your IRA.
6. Financial disclosure that provides the
following information:
a. Projects value growth rates of your IRA
under various contribution and retirement
schedules, or describes the method of
determining annual earnings and charges that
may be assessed.
b. Describes whether, and for when, the
growth projections are guaranteed, or a
statement of the earnings rate and the terms
on which the projections are based.
c. States the sales commission for each
year expressed as a percentage of $1,000.
In addition, the financial institution must
provide you with a financial statement each
year. You may want to keep these statements
to evaluate your IRA’s investment
performance.

* This amount reflects the cost-of-IMng increase effective January 1, 1997. The amount is adjusted annually. The IRS announces the increase, if any, in a news release
and in the Internal Revenue Bulletin.
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Form

5306-SEP

(Rev. March 1998)

Application for Approval of
Prototype Simplified Employee Pension-SEP

Department of the Treasury
Internal Revenue Service

OMB No. 1545-0199

(Under Section 408(k) of the Internal Revenue Code)

1
Enter amount of user fee submitted (see Specific Instructions) ► $
Identifying Information (see instructions before completing this part)
Part I

2

Approval requested (check one box):
□ Initial Application

Date of last opinion
letter issued:

Amendment - enter date and file folder
_______ number of last opinion letter issued ►
If the plan contains elective deferral provisions, check this box ► .
3

.

File folder number

. □
4b Applicant's employer identification number

4a Name of applicant

Number, street, and room or suite no. (If a P.O. box, see instructions on page 2.)

City or town, state, and ZIP code

5a Name of person to contact
5b Telephone number
_________________________________________________________________________________
(
)_____________________
6 Type of submission (check one box): a □ Not a mass submitter b □ Mass submitter
c □ Identical adoption of a mass submitter
d □ Minor modification of a mass submitter___________________________
7a If 6c or 6d is checked, enter the mass submitter's name____________________________________________________________
b File folder number of the mass submitter’s SEP on which this submission is based:

8
Type of sponsoring organization:
a
□ Insurance company
b
□ Trade or professional organization
c
□ Savings and loan association that qualifies as a bank
d □ Bank

e □ Regulated investment company
f □ Federally insured credit union
g □ Approved non-bank trustee

Part II Plan Information (see Specific Instructions)

Article
or
section

Attach a copy of the SEP documents and indicate the article or section and
the page number where the following provisions appear. If any item does not
apply, write "N/A."

Page
number

For
IRS Use
Only

9a Participation requirements:

(1) The SEP covers each employee (see instructions) who has reached age 21,
performed service for the employer during 3 of the immediately preceding 5 years,
and received at least $400 in compensation (adjusted for cost-of-living) for the
year (see Specific Instructions)
................................................................................

1

(2) The SEP excludes nonresident alien employees and/or employees covered by
a collective-bargaining agreement whose retirement benefits were the subject of
good-faith bargaining with the employer.....................................................................

1

b Definite written allocation formula:
(1) Requirement that each eligible employee must share in an allocation . . .
(2) Statement on how the amount allocated is figured...........................................
(3) Provision that the allocation formula allows permitted disparity......................
10 Miscellaneous provisions:
a The SEP provides for restrictions on which employers can use this SEP . . .

4

b There is a provision that requires that the SEP be used with a prototype IRA that
has a favorable opinion letter from the IRS or an IRS model IRA.....................

5

2
3
3

c The SEP does not impose prohibitions on withdrawals (other than those
permitted to insure compliance with deferral limitations in the case of a SEP
that contains elective deferral provisions)................................................................
d There is a provision that only $160,000 (adjusted for cost-of-living) of each
employee's compensation be used in the allocation formula (see instructions) .
e The SEP defines "compensation" in a manner that satisfies one of the safe harbor
definitions under section 414(s)................................................................................

Please
Sign
Here

6

7
7

Under penalties of perjury. I declare that I have examined this application, including accompanying statements, and to the best of my knowledge and
belief, it is true, correct, and complete.

Signature of officer

For Paperwork Reduction Act Notice, see instructions on back of form.

Date

Title

Cat. No. 11831N

Form

5306-SEP

(Rev. 3-98)
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Form 5306-SEP (Rev. 3-98)

General Instructions
Section references are to the Internal
Revenue Code unless otherwise noted.

Purpose of form.—Form 5306-SEP is
used by program sponsors who want to
get IRS approval of their prototype
simplified employee pension
agreements.

Who may file.—Use Form 5306-SEP to
request a favorable opinion letter if:

Address.—Include the suite, room, or
other unit number after the street
number. If the Post Office does not
deliver mail to the street address and
you have a P.O. box, show the box
number instead of the street address.
Signature.—An officer who is authorized
to sign or another person authorized
under a power of attorney must sign this
application. (Send the power of attorney
with this application when you file it.)

• You are a bank, federally insured
credit union, savings and loan
association that qualifies as a bank,
insurance company, regulated
investment company, or trade or
professional society or association (other
than an employee association); and

User fee.—All applications must be
accompanied by the appropriate user
fee. Applications submitted without the
proper user fee will not be processed
and will be returned to the applicant.

• You want to get a favorable opinion
letter that a SEP agreement to be used
by more than one employer is
acceptable in form.

To determine the proper user fee, see
Rev. Proc. 98-8, 1998-1 I.R.B. 225, or
the current superseding revenue
procedure.

Who does not need to file.—Instead of
designing their own SEP, sponsors of
programs may use IRS Form 5305-SEP,
Simplified Employee Pension—Individual
Retirement Accounts Contribution
Agreement, to establish a SER Sponsors
who use Form 5305-SEP or Form
5305A-SEP with individual retirement
accounts or annuities for which the IRS
has issued a favorable opinion or ruling
letter, or with model individual retirement
accounts issued by the IRS, are
considered to have established a SEP
that meets the requirements of section
408(k). This applies even if you have
reproduced the provisions of Form
5305- SEP on your own letterhead or in
pamphlets that omit all references to the
IRS or its forms. Do not file Form
5306- SEP if you use Form 5305-SEP.

Line 2.—If you are amending your
previously approved SEP, enter the date
and the file folder number from the
latest opinion letter you received for your
SEP.

Note: The IRS will not issue an opinion
letter on a document submitted with
Form 5306-SEP that is a combination of
a prototype SEP and a prototype
individual retirement account or annuity.
What to file.—File this application and
one copy of all documents that make up
the SEP agreement. If this is an
amendment, include a copy of the
amendment and an explanation of its
effect on the SEP agreement.

Where to file.—File this application with
the Assistant Commissioner (Employee
Plans and Exempt Organizations),
Internal Revenue Service, Attention:
CP:E:EP, P.O. Box 14073, Ben Franklin
Station, Washington, DC 20044.

60

Page

Specific Instructions

Line 3.—If this SEP provides for elective
deferrals intended to meet the
requirements of section 408(k)(6), check
the box.

Note: The Small Business Job
Protection Act of 1996 (P.L. 104-188)
repealed Code section 408(k)(6),
effective December 31, 1996, except
with respect to a SEP of an employer if
the terms of the SEPs of such employer,
as in effect on December 31, 1996,
provided for elective deferrals.
Line 9a.—The term "employees"
includes all employees of a controlled
group of corporations (section 414(b)); a
group of businesses under common
control (section 414(c)); an affiliated
service group (section 414(m)); certain
leased employees required to be treated
as the employer's own employees under
section 414(n); and all employees
required to be aggregated under section
414(o).
Line 9a(1).—This amount is adjusted
annually for increases in the cost of
living. In 1998, the compensation
received must be at least $400.

2

Line 10d.—The 1998 compensation
amount under section 408(k)(3)(C) is
$160,000.

Note: The cost-of-living adjustment, if
any, applicable to the dollar limitations
on lines 9a(1) and 10d are released
before the beginning of each year in a
news announcement, in the Internal
Revenue Bulletin, and on the IRS's
Internet Web Site at
www.irs.ustreas.gov.

Paperwork Reduction Act Notice.—
We ask for the information on this form
to carry out the Internal Revenue laws of
the United States. We need it to
determine if your prototype simplified
employee pension (SEP) meets the
requirements of section 408(k). If you
want this approval, you are required to
give us the information.
You are not required to provide the
information requested on a form that is
subject to the Paperwork Reduction Act
unless the form displays a valid OMB
control number. Books or records
relating to a form or its instructions must
be retained as long as their contents
may become material in the
administration of any Internal Revenue
law. Generally, tax returns and return
information are confidential, as required
by Code section 6103.
The time needed to complete and file
this form will vary depending on
individual circumstances. The estimated
average time is:

Recordkeeping .

.

.

. 8 hr.,

8 min.

Learning about the law
or the form...................... 1 hr., 10 min.

Preparing the form

.

. 2 hr., 17 min.

Copying, assembling,
and sending the form
to the IRS........................................ 16 min.

If you have comments concerning the
accuracy of these time estimates or
suggestions for making this form
simpler, we would be happy to hear from
you. You can write to the Western Area
Distribution Center, Tax Forms
Committee, Rancho Cordova, CA
95743-0001. DO NOT send the form to
this address. Instead, see Where to file
above.

CHAPTER 4
SECTION 401 (k) PLANS

CHAPTER ORGANIZATION

This chapter begins with an introductory section, followed by a detailed review of the statutory
requirements for a qualified 401(k) plan. We will then review the treatment of employer and employee
contributions, including the effects of excess contributions. Finally, various implementation issues will be
addressed, including the reporting and disclosure requirements applicable to 401(k) plans.

INTRODUCTION
Definition

A 401(k) plan is also frequently referred to as a cash or deferred arrangement (CODA), because it permits
an employee to elect to receive cash or to make a contribution to a qualified retirement plan. Generally,
contributions take one of two forms:
•

The employee is permitted to direct a certain portion of compensation to be contributed to the plan; or

•

The employer specifies that a certain contribution will be made, and the employee can elect instead to
receive the amount in cash.

The employer may or may not make matching contributions, although most do. The ability to elect to defer
compensation through retirement plan contributions will not disqualify the pension or profit-sharing plan of
which the 401(k) arrangement is a part.

Overview

The Main Advantage: Flexibility. The principal advantage of a 401(k) plan is the flexibility it provides
to employees. Individual employees may elect or not elect to make contributions, or may elect to make
varying contributions as a percentage of their compensation. As with cafeteria plans, experience shows that
employees generally like the ability to choose.
Employer contributions vest very quickly, and employee contributions may be modified from year to year
as the employee's personal financial situation dictates. Employees can also have flexibility in choice of
investment, which can be essential to creating incentives to make elective deferrals. In theory, because the
employer offers each employee the choice to receive compensation in cash or to make a contribution to a
qualified plan, the employer can provide a retirement plan at no incremental salary cost.
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Disadvantages
•

Plan Cannot Discriminate. Although a 401(k) can permit each employee to choose the amount of
compensation deferral, the plan cannot discriminate in favor of highly compensated employees (HCEs).
The percentage of compensation elected to be deferred by the highly compensated cannot exceed the
deferral percentage of other employees by more than a statutory limit.

For tax years beginning after December 31, 1998, a Section 401(k) plan may satisfy a new safe harbor
for nondiscrimination. This safe harbor is discussed in more detail below.
Also, a 401(k) may be part of a simple plan subject to special nondiscrimination exemptions and
exempt from top-heavy provisions.
•

Matching Increases Employer Cost. To maintain a qualified plan, the employer may find it necessary
to make matching contributions to induce non-highly compensated employees to participate in the plan.
This can increase the employer's cost, although it may be possible to induce participation with relatively
small matching percentages.

•

Administrative Costs. The employer will incur administrative costs to implement and operate the plan.
However, if the administrative costs are expenses of the plan, then the arrangement could be costless
with respect to the employer.

Employee Tax Treatment. Employee elective contributions to a qualified 401(k) plan are not included in
the employee's income for the year of the contribution. However, elective deferrals are included in the
FICA and FUTA tax base, as is also true for salary-reduction SEPs (see Chapter 3).
A qualified 401(k) must meet certain requirements, including coverage, nondiscrimination,
nonforfeitability of elective contributions, and distribution limitations. There are annual limitations on the
amount that can be elected to be deferred, and the limits are combined with other tax law provisions
permitting elective deferrals, such as the salary-reduction SEP discussed in Chapter 3.

REQUIREMENTS FOR A QUALIFIED 401(k) PLAN
The statutory requirements for a 401(k) plan include:
•

Nonforfeitability of elective contributions;

•

Limitations on distributions;

•

Minimum coverage rules;

•

Nondiscrimination rules;

•

Miscellaneous provisions [see Sec. 401 (k)(2) and (3)].

The subsequent sections will discuss each of these requirements in more detail.
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Nonforfeitability of Elective Contributions

Any employer contribution made pursuant to an employee election must not be forfeitable [Sec.
401(k)(2)(C)]. To qualify as nonforfeitable, elective contributions must meet the following three conditions:
•

Each employee's right to amounts attributable to elective contributions is immediately nonforfeitable,
without regard to factors such as age, years of service, and employment on a specified date;

•

Each employee's contributions are disregarded for purposes of applying the vesting standards to other
contributions or benefits;

•

The contributions remain nonforfeitable, even if the employee makes no further elective contributions to
the plan, i.e., the nonforfeitability is not conditioned on future participation [Reg. Sec. 1.401 (k)- 1(c)(1)].

Nonqualified Employer Contributions Can Be Forfeitable. An example in the regulations indicates that
nonelective employer contributions that vest based on years of service are not qualified nonelective
contributions for purposes of Section 401(k). However, if the same plan also permits employee elective
contributions that are immediately nonforfeitable, the latter contributions are qualified. The distinction
between elective and nonelective contributions will be clarified in the section dealing with contributions,
and has implications for the nondiscrimination test.

Limitations on Distributions
General Distribution Provisions. As a qualified retirement plan, trust assets are not intended to be used
as an employee's personal savings account. For this reason, a qualified 401(k) plan must provide that
employer contributions attributable to employee elective deferrals cannot be distributed before:
•

Death, disability, or separation from service;

•

A plan termination without establishment of a new plan, or certain asset or subsidiary dispositions;

•

The attainment of age 591/2, in the case of profit-sharing or stock bonus plans;

•

A need created by employee hardship, in the case of profit-sharing or stock bonus plans [Sec.
408(k)(2)(B)(i)].

Generally, elective contributions cannot be distributed by reason of completion of a certain number of years
of service or the passage of a certain number of years [Sec. 408(k)(2)(B)(ii)].

Hardship Distributions: General. Because hardship represents the only opportunity to receive a
distribution before age 591/2, separation of service, or related situations, plan participants are likely to be
very interested in what conditions will permit a hardship distribution. To qualify under the hardship
exception, the distribution must:
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•

Be made on account of an immediate and heavy financial need, and

•

Be necessary to satisfy the need [Reg. Sec. 1.401(k)-l(d)(2)(i)].

What Is an Immediate and Heavy Financial Need? The regulations indicate that facts and circumstances
must be considered, but suggest that
•

The need to pay funeral expenses of a family member will qualify;

•

The purchase of a personal-use asset such as a boat or a television will not qualify;

•

The fact that an employee could have foreseen the expense, or voluntarily accepted the expense is
not relevant.

How Much Is Necessary to Satisfy the Need? Again, the regulations advise that facts and circumstances
will control, but that the amount needed to satisfy the hardship need must be reduced by any other
resources available. "Other resources" could include assets of the employee's spouse or minor child, but
only if the employee reasonably has access to such assets. Thus, for example, assets held in a custodial
arrangement under a gift to minors act would not be included. However, a vacation home titled in the
name of the employee and spouse would be included.

Hardship Distributions: Deemed Financial Needs. The regulations provide four situations that will be
deemed to create an immediate and heavy financial need. These are:
•

Expenses for qualifying medical care previously incurred by the employee, the employee's spouse, or
dependents of the employee;

•

Qualified expenses for post-secondary education incurred by the employee, the employee's spouse, or
dependents of the employee;

•

Costs directly related to the purchase of a principal residence of the employee, other than mortgage
payments; and

•

Payments necessary to prevent eviction from the employee's principal residence, or to prevent foreclosure
proceedings on the principal residence [Reg. Sec. 1.401(k)-l(d)(2)(iv)(A)].

Hardship Distributions: Deemed Need to Satisfy Hardship. In addition to showing a financial need,
the taxpayer must show that the distribution is necessary to satisfy that need. The regulations provide that
the distribution will be deemed to satisfy the need if:
•
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The distribution does not exceed the amount of the need, including any amounts needed to pay taxes
attributable to the distribution;
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•

The employee has obtained all non-hardship distributions and all nontaxable loans from other plans
maintained by the employer;

•

The employee's maximum elective contributions for all employer plans for the taxable year after the
distribution is reduced by the amount of the hardship distribution; and

•

The employee is prohibited from making elective and employee contributions to a wide variety of
employer plans for 12 months after the distribution [Reg. Sec. 1.401(k)-l(d)(2)(iv)(B)].

How Can the Employer Determine Whether a Hardship Exists? It would generally be very difficult
for the employer to determine whether the employee has actually incurred a hardship that could not be
satisfied with resources other than the 401(k) plan assets. Also, the employer would not want to be in the
position of contesting an employee's claims.

The employer can accept that a hardship distribution is warranted if:
•

The employee represents in writing that an immediate and heavy financial need exists; and

•

The employee represents that the need cannot be satisfied:

— through reimbursement by insurance or otherwise,
— by liquidation of assets of the employee,
— by ceasing to make elective contributions to the plan,
— by distributions or nontaxable loans from another qualified plan maintained by that employer or
another employer,

— by loans from a commercial source on reasonable commercial terms.
Hardship distributions are generally included in the distributee's taxable income for the year of the
distribution and are also subject to the 10% penalty for early withdrawals. The penalty is waived for
medical hardships or if the distributee is already age 591/2 in the year of the distribution.

Minimum Coverage Rules
To qualify under Section 401(k), a plan must meet the coverage requirements of Section 410(b). There are
three ways to satisfy the Section 410(b) requirements:
•

At least 70% of non-highly compensated employees benefit from the plan; or

•

The percentage of non-highly compensated employees that benefit from the plan is at least 70% of the
percentage of highly compensated employees that benefit from the plan; or
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•

The plan both:

— benefits a classification of employees as determined by the employer and that is found by the
Secretary to be nondiscriminatory; and
— the "average benefit percentage" of non-highly compensated employees is at least 70% of the
average benefit percentage of highly compensated employees. This test involves contributions to
all qualified plans maintained by the employer.

Highly Compensated Employee Definition
A highly compensated employee is defined in Section 414(q).
An employee is highly compensated if (1) he was a five percent owner of the employer at any time during
the current year or the preceding year, or (2) he had compensation for the preceding year in excess of
$80,000 (this is the 1998 figure which will be indexed for inflation). If the employer so elects, this second
condition will apply only if the employee’s compensation was in the top 20 percent of all employees for the
preceding year. That is, an employer with 100 employees who are not 5 percent owners, and which has 35
employees earning more than $80,000, may limit the number of highly compensated employees from this
second group to 20 by making the election.

For tax years beginning after December 31, 1996, the ADP and ACP (discussed later) nondiscrimination
tests are generally applied with reference to compensation and contributions for the preceding year (pre1997 law used the current year). This change makes it much easier to know whether a plan fails the
nondiscrimination test so that corrective action may be taken. However, the employer may elect to
continue to use the current year for determining the ADP and ACP amounts. This election may not be
revoked without the consent of the IRS.
For tax years beginning after December 31, 1998, a new safe harbor is available to satisfy the
nondiscrimination tests of Section 401(k) plans. [Note: Although the new nondiscrimination rules will not
be effective until after 1998, a 401(k) plan may be part of a SIMPLE plan after 1996, in which case the plan
may meet the special safe harbor for SIMPLE plans. The SIMPLE option is discussed below].

Eligibility Counts as Participation. With elective contributions, the coverage test is satisfied if an
employee is eligible to participate. Thus, the 70% coverage test described above can be met if at least 70%
of employees are eligible to participate in the 401(k) plan.

Nondiscrimination Requirements
Actual Deferral Percentage Computation. Section 401(k)(3)(A)(ii) requires that 401(k) plans satisfy a
special nondiscrimination test based on the relationship between the "actual deferral percentage" of highly
compensated employees and all other employees. This test recognizes that highly compensated employees
are likely to defer a higher percentage of their compensation than other employees, and therefore permits a
certain disparity between the contribution percentages of each group.
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The ADP test is applied by first computing the actual deferral ratio (ADR) for the individual members of
each group — the highly compensated, and all other eligible employees. Highly compensated is defined in
the same manner as in the preceding section. The deferral ratio for each employee is the ratio of elective
contributions made on behalf of the employee to the employee's compensation. Compensation is limited to
$160,000 in 1999.

The average deferral percentage for each group is the sum of each employee's deferral ratio divided by the
number of employees in the group; i.e., it is not weighted by compensation. If the employee is a participant
in more than one plan permitting elective deferrals, the ADP for that employee must treat all such plans as
one plan.

Example 4-1: ABC Company has three highly compensated employees, with compensation and
elective deferrals as follows:

Employee

Compensation

Deferral

Actual Deferral Ratio

Jeff
Laura
Kevin
TOTALS

$120,000
$150,000
$ 80,000
$350.000

$ 7,200
$ 7,500
$ 5, 200
$19.900

6.00 %
5.00%
6.50%
17.50%

The ADP for this group is 5.83% (17.50%/3). Notice that if the ADP were weighted by compensation it
would be 5.69% ($19,900/$350,000).

ABC COMPANY ADP
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ADP Nondiscrimination Testing. After computing the ADP for each group, the 401(k) plan must satisfy
one of two tests:
•

The ADP of the highly compensated group does not exceed 1.25 times the ADP for other employees; or

•

Both:

— the ADP of the highly compensated group is not more than 2 percentage points above the ADP for
other employees, and

— the ADP for the highly compensated is not more than 2 times the ADP of the other employees.
When the ADP of the non-highly compensated group is more than 8%, the 125% test will apply. If the
other employees' ADP is less than 8%, the 2%/2x rule applies. If the non-highly compensated ADP is
exactly 8%, both tests produce the same result.
Example 4-2: Assume that the ADP for the non-highly compensated group is 1%.

The 125% test would limit the highly compensated ADP to 1.25%.
The 2%/2x test would permit a 2% ADP for the highly compensated.

Because only one of the tests must be satisfied, the highly compensated ADP can be as high as 2%.

Example 4-3: Assume that the ADP for the non-highly compensated group is 2%.

The 125% test would limit the highly compensated ADP to 2.50%.
The 2%/2x test would permit a 4% ADP for the highly compensated.

Example 4-4: Assume that the ADP for the non-highly compensated group is 3%.
The 125% test would limit the highly compensated ADP to 3.75%.
The 2%/2x test would permit a 5% ADP for the highly compensated.

Example 4-5: Assume that the ADP for the non-highly compensated group is 9%.

The 125% test would limit the highly compensated ADP to 11.25%.
The 2%/2x test would permit only an 11% ADP for the highly compensated. Because the ADP for
the non-highly compensated group is greater than 8%, the 125% test will apply.
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Summary: Permitted ADP Disparity. The examples can be extended to prepare the following chart,
which uses NHCE to refer to non-highly compensated employees:

Non-Highly <CR> Compensated ADP

Applicable Rules: <CR> Highly
Compensated

NHCE ADP <2%

2 x NHCE ADP

NHCE ADP = 2%

2 x NHCE ADP or 2% + NHCE ADP

2% < NHCE ADP <8%

2% + NHCE ADP

NHCE ADP = 8%

2% + NHCE ADP or 1.25 x NHCE ADP

NHCE ADP > 8%

1.25 x NHCE ADP

Highly Compensated Relief: Supplemental Retirement. To satisfy the nondiscrimination test, it may be
necessary to limit the total contributions that employees can make. Highly compensated employees may be
dissatisfied with this strategy if they believe their retirement objectives are shortchanged.

As discussed in Chapter 2, an employer can maintain a nonqualified retirement plan as a supplement to a
qualified plan. An employer that must limit highly compensated contributions may find a supplemental
nonqualified plan keeps the highly compensated satisfied without jeopardizing the status of the qualified plan.

Ability to Include QMACs and QNECs in ADP Test. The regulations use the acronym "QMAC" to
refer to qualified matching contributions made by the employer. The acronym "QNC" refers to qualified
nonelective contributions. QNC is lengthened to QNEC in this chapter to make it easier to say.

It is possible to elect to include QMACs and QNECs to satisfy the nondiscrimination test. The basic
nondiscrimination rules are presented above. A more detailed discussion, including the use of QMACs and
QNECs is deferred until later in the chapter, after a review of the contribution rules.

Definition of Compensation. For purposes of applying the ADP tests, compensation is generally defined
as the amount of compensation included in the employee's taxable income for the year [Sec. 415(c)].
However, the employer can elect to include certain deferred compensation, and may also elect alternative
definitions specified by regulation provided such definitions do not discriminate in favor of highly
compensated employees [Sec. 414(s)]. As mentioned earlier, compensation in excess of $160,000 is
ignored, and this amount will increase in future years with inflation adjustments in increments of $10,000.

Miscellaneous 401(k) Requirements

A qualified 401(k) plan must also satisfy several other miscellaneous requirements. Elective contributions
must be made to a qualified plan, which generally includes a profit-sharing plan or a stock bonus plan.
Also, any amount that the employee does not elect to defer must be available to the employee in cash, each
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employee's benefits must generally be accounted for separately, and employee eligibility to participate
cannot require more than one year of service.

Top-Heavy Rules Must Be Satisfied for All Qualified Trusts
Key Employee Concentration. Since 401(k) arrangements must be part of a qualified profit-sharing or
stock bonus plan, the top-heavy rules of Section 416 must be satisfied. A plan is top-heavy if the
aggregate account balances of key employees exceeds 60% of the aggregate account balances of all
participating employees.

Effect of Top-Heavy Status. Top-heavy classification may reduce employer flexibility because a
minimum 3% contribution would be required for all non-key employees [Sec. 416(c)(2)(A)]. If the
maximum contribution for key employees is less than 3%, then the minimum contribution for non-key
employees is whatever this maximum percentage is.

Key Employee Defined. For determining top-heavy status, a key employee includes anyone who during
the current plan year, or any of the four preceding years, is or was:
•

An officer with compensation in excess of 150% of the defined benefit plan limits (for annual benefits)
for the year;

•

One of the ten employees earning in excess of the maximum contribution limit for defined contribution
plans, and also owning one of the ten largest interests in the employer; or

•

Either
— a 5% owner of capital or profits in the employer, or
— a 1% owner of capital or profits in the employer with annual compensation in excess of $150,000
[Sec. 416(i)].

POST-1998 SECTION 401(k) NONDISCRIMINATION

For years after 1998, the nondiscrimination safe harbors for 401(k) plans are as follows:
1. The plan makes matching contributions of 100 percent of an employee’s elective deferrals up to 3
percent of compensation and of 50 percent of an employee’s elective deferrals from 3 to 5 percent of
compensation. This safe harbor will not apply if the matching rate for highly compensated employees
exceeds that for nonhighly compensated employees.

Or,
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2. The employer makes a nonelective contribution on behalf of each nonhighly compensated employee of
at least 3 percent of the employee’s compensation. This contribution must be made independent of
whether the employee makes any elective contributions.
The nonelective or matching contributions must be qualified as described later in the text.

SIMPLE 401(k) PLANS
For tax years beginning after December 31, 1996, a 401(k) plan may be part of a SIMPLE plan. Such a
plan is subject to special nondiscrimination tests which, if met, will allow the plan to be exempt from the
top-heavy rules. A SIMPLE-IRA was discussed in Chapter 3. There are some differences between
SIMPLE-IRAs and SIMPLE 401(k) plans, and the discussion that follows will review the basic provisions
of a SIMPLE plan and the aspects unique to SIMPLE 401(k) plans.
To be eligible for a SIMPLE plan, an employer must satisfy the following requirements:

1. The employer may not have more than 100 employees with at least $5,000 of compensation for the
preceding year. [Note: This requirement applies to the year in which the plan is adopted. If the
requirement fails in a later year, the plan may be continued for two years. After the two-year grace
period, the plan may then be a “regular” 401(k)].

2. Each employee who received at least $5,000 of compensation from the employer during any two prior
years, and who is reasonably expected to receive at least $5,000 of compensation during the year, must
be eligible to participate in the plan. The employer may choose a lower threshold for participation in
the plan. Also, employees may be required to complete a year of service and to be 21 years old to be
eligible to participate.

If a SIMPLE is adopted as part of a 401(k) plan, the plan will be subject to a special nondiscrimination test
and will not be subject to the top-heavy rules for any year in which the special SIMPLE nondiscrimination
test is met.

Nondiscrimination Safe Harbor of SIMPLE 401(k)

The safe harbor for SIMPLE 401(k) plans is met if all of the following conditions are satisfied:
1. The employer does not maintain any qualified plan other than the SIMPLE 401(k).

2. Employee elective deferrals cannot exceed $6,000. Contributions are also subject to a limit of 25 percent
of compensation with compensation not in excess of $160,000.

3. The employer either (i) matches employee contributions up to 3 percent of the employee’s compensation or,
(ii) makes a 2 percent nonelective contribution on behalf of all employees (limited to compensation of
$160,000).
Compensation in a SIMPLE 401(k) includes the amount of any employee elective deferrals. If the 401(k) is
part of a SIMPLE plan, as discussed above, the maximum elective deferral is $6,000 if the special
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nondiscrimination tests is to be satisfied. Thus, the highly compensated may trade a lower deferral for the
knowledge that nondiscrimination and top-heavy provisions will be satisfied.
Revenue Procedure 97-9 demonstrates how to switch a model or prototype 401(k) plan to a SIMPLE 401(k).

CONTRIBUTIONS TO A 401(k) PLAN
General: Types of Contributions
We will discuss four general classifications of contributions to a 401(k) plan:

•

Elective contributions;

•

Employer matching contributions;

•

Qualified nonelective contributions;

•

Nonelective contributions that are not qualified.

Election Must Exist. As mentioned in the introduction to this chapter, the elective deferrals can include a
plan where employees may allocate a portion of their compensation to the plan, or a plan where the
employer makes a contribution which the employee can elect to receive in cash. The key is that the
employee has the election to receive cash or to have compensation contributed to the plan.

Elective contributions to a 401(k) plan are treated as employer contributions, and are not currently included in
the employee's income. Such contributions, however, are not exempt from the OASDI and Medicare taxes
imposed by the Federal Insurance Contributions Act (FICA). It is likely that elective deferrals will increase as
compensation increases, which raises the possibility that the plan could be judged discriminatory.

Employer Matching Contributions. Employer matching contributions refer to employer contributions to
the plan that are made on account of voluntary after-tax employee contributions or employee elective
contributions. To be a qualified matching contribution (QMAC), the distribution and nonforfeitability
requirements of Section 401(k) must be satisfied.

Matching contributions are an excellent way to broaden employee participation in the plan, because each
employee can pyramid elective contributions with employer contributions. Matching can help avoid a
discriminatory plan, although the employer's cost is likely to increase. However, if employee participation
can be induced with a relatively low matching ratio, such as $.25 for every $1 contributed by the employee,
the cost may be small.

Prevalence of Matching Contributions. A survey by Hewitt Associates indicated that 84% of all
employers offering 401(k) plans match employee contributions to some extent. Of this amount, 37% match
50 cents per dollar of employee contributions, and 13% match dollar-for-dollar.
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The objective of matching is generally to encourage participation of the rank-and-file. For this reason, some
employers use a matching rate that declines as employee contributions increase. Matching is effective in
encouraging participation by more employees. Average employee participation is 54% without a match, 74% with.

Qualified Nonelective Contributions. Qualified nonelective contributions (QNECs) are employer
contributions other than matching contributions that:
•

Do not provide the employee with the option to receive cash in lieu of the contribution; and

•

Satisfy the distribution and nonforfeitability requirements of Section 401(k).

QNECs Must be Fully Vested. The requirement that QNECs satisfy the distribution and nonforfeitability
requirements of Section 401(k) means that the nonelective contributions must be fully vested. QNECs can
also be called employer fixed contributions. Such contributions can assist in qualifying the plan as
nondiscriminatory, or could even guarantee the plan will not be discriminatory.

An example of such a "guarantee" would be a 3% employer contribution, with the employee able to elect to
defer an additional 2%. Because of the permitted 2% disparity in average deferral percentages discussed
earlier, this type of plan would not be discriminatory.

Nonqualified Nonelective Contributions. The plan can also provide for nonelective contributions that
are not qualified. As with QNECs, the employee would not have the option of receiving cash rather than
the contribution to the plan. However, unlike QNECs, the contributions would not satisfy the distribution
and nonforfeitability requirements of Section 401(k). An example would be a 3% employer contribution
that vests 20% for each year of employee service.

These contributions can provide an incentive for the employee to remain in employment to receive the full
benefit. However, the forfeiture condition means that these contributions cannot be used to help satisfy the
nondiscrimination test.
Matching contributions can also be nonqualified if they fail the distribution or nonforfeitability
requirements [see Reg. Sec. 1.401(k)-l(g)(13)]. Nonqualified matching contributions can be made on
behalf of highly compensated employees without jeopardizing the nondiscrimination test. Example 4-7
below illustrates this point.
Because this section continually refers to the use of QNECs and QMACs as a means of satisfying the
nondiscrimination test, let's return to the nondiscrimination discussion and incorporate the effects of such
contributions.

QNECs, QMACs, and Nondiscrimination
To review, a 401(k) plan is nondiscriminatory if either of the following tests are satisfied:
•

The ADP of the highly compensated group does not exceed 1.25 times the ADP for other employees; or
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•

Both:

— The ADP of the highly compensated group is not more than 2 percentage points above the ADP for
other employees, and
— The ADP for the highly compensated is not more than 2 times the ADP of the other employees.

Actual Contribution Percentage Testing
Section 401(m) requires that matching and nonelective contributions satisfy the nondiscrimination tests.
Matching and nonelective contributions must satisfy one of the two percentage tests shown above.

For tax years beginning after December 31, 1998, a safe harbor exists for satisfying the ACP tests for employer
matching contributions. The ACP tests for matching contributions will be met if three tests are satisfied:
1. Employer matching contributions cannot be made for deferrals in excess of 6 percent of an employee’s
compensation.

2. The rate of matching contributions does not increase as an employee’s deferrals increases.

3. The rate of matching contributions for any highly compensated employee does not exceed the rate of
matching contributions (measured with respect to employee deferrals) of an employee who is not
highly compensated.

Compensation and Salary Reduction Contributions

Under Section 414(s)(2), an employer could have elected to include contributions to salary reduction
arrangements as part of the employee's compensation for pre-1998 years. This would increase the
denominator (compensation) used in the ADP test as well as the Section 415(c) limitation on annual
contributions (25% of compensation). For example, assume that an employee has compensation of $80,000
before an $8,000 contribution to a 401(k) plan. In general, the compensation would be $72,000, only that
amount currently included in income. However, if the employer so elects, the compensation is defined to be
$80,000, which includes the salary reduction contribution. For post-1997 years, elective deferrals must be
included in the definition of compensation.

Prohibition Against Multiple Use of "Alternative" Limitation

A 401(k) plan must satisfy the actual deferral percentage test of Section 401(k)(3)(A)(ii). Matching and
employee contributions must satisfy the actual contribution percentage (ACP) test of Section 401(m)(2).
Both the ADP and the ACP tests include a 125% test and a 2%/2 times test. The latter test is referred to as
the "alternative" test [Reg. Sec. 1.401(m)-2(b)(2)]. If contributions for nonhighly compensated employees
(NHCEs) are greater than 8%, the 125% test applies. Otherwise, the alternative test applies.
Regulation Section 1.401(m)-2 provides rules that prohibit use of the alternative test for both the ADP and
ACP tests. Multiple use of the alternative test is prohibited when all of the following conditions are satisfied:
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•

One or more HCEs is eligible in both a 401(k) plan and a plan subject to Section 401(m), i.e., a matching
and employee contribution plan.

•

The sum of the ADP and the ACP of the HCE group exceeds an "aggregate limit," which is determined
by reference to the ADP and ACP of NHCEs.

•

The ADP of the HCE group exceeds the ADP of the NHCE group by 125% [Reg. Sec. 1.401(m)-2(b)].

If a multiple use occurs, the ADP or ACP of the highly compensated group must be reduced. The method
of doing so, described in Regulation Section 1.401(m)-2(c), is similar to that described later in this chapter
with respect to excess contributions.

Using QMACs and QNECs in Discrimination Testing

Regulation Section 1.40l(k)-1(b)(5) provides that QMACs and QNECs can be included in satisfying the
average deferral percentage test if they satisfy the nondiscrimination tests and the plan provides for the use
of QMACs and QNECs in the ADP test.
The following examples from the regulations illustrate the use of QNECs and QMACs in the ADP test.

Example 4-6: Canco has a profit-sharing 401(k) plan.
Canco's contributions:

•

Canco contributes 6% of each employee's compensation, but these contributions are not QNECs
because they do not immediately vest.

•

Canco also contributes 2% of each employee's compensation, and these contributions are QNECs.

Each employee may elect to defer up to 3% of compensation.

Canco has two highly compensated (HC) employees, and five non-highly compensated (NHC)
employees, who make the following elective deferrals:
Employee
HC-A
HC-B
NHC-C
NHC-D
NHC-E
NHC-F
NHC-G

Compensation
$
$
$
$
$
$
$

100,000
80,000
60,000
40,000
30,000
20,000
20,000

Elective Deferral
$3,000
$ 1,600
$ 1,800
$ -0$ -0$ -0$ -0-

Deferral Ratio

3.0%
2.0%
3.0%
0.0%
0.0%
0.0%
0.0%

In addition to the above contribution schedule, each of the seven employees has 8% of compensation
contributed through nonelective contributions: 6% nonqualified and 2% qualified (QNECs).
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Analysis: Is the Plan Discriminatory?

Based strictly on the elective contributions, the plan is discriminatory.
•

The ADP for highly compensated employees is 2.5% (3%+2%/2), while the ADP for non-highly
compensated employees is 0.6% (3/5).

•

The 125% test clearly fails.

•

Although .6 is within 2 percentage points of 2.5, the highly compensated ADP is more than 200% of
the non-highly compensated ADP.

The QNECs satisfy the nondiscrimination test of Section 401(m) because there is no disparity between the
2% contributions for each classification of employee.
If we elect to include the QNECs in the nondiscrimination test, the ADP for the highly compensated group
becomes 4.5%, and that of the non-highly compensated 2.6%. This now satisfies both parts of the 2%/2x
permitted disparity test.

Conclusion. The plan is not discriminatory [Reg. Sec. 1.40l(k)-1(b)(6), example 4].

CANCO COMPANY ADP
WITH AND WITHOUT QNECs
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Example 4-7: Bobco maintains a 401(k) profit-sharing plan that provides for elective deferrals,
QNECs, and matching contributions.
•

Matching contributions to highly compensated employees are subject to a vesting schedule and
are not QMACs.

•

Matching contributions to non-highly compensated employees are subject to the distribution
and nonforfeitability rules of Section 401(k), and are QMACs.

For the current plan year, the following contributions, expressed as a percentage of compensation,
were made by the highly and non-highly compensated.

Group

Elective and QNEC

HC
NHC

15%
11%

Matching

5%
5%

QMACs

0%
5%

Analysis: Is the Plan Discriminatory?
125% Test. Because the ADP of the non-highly compensated group exceeds 8%, the 125% test is the only
one that can permit the plan to avoid nondiscrimination.

•

The highly compensated ADP of 15% is more than 125% of the non-highly compensated ADP (15 >
1.25x11).

•

Thus, without the QMACs, the plan is discriminatory.

QMAC Test. If the employer so elects, the QMACs can be used to satisfy the nondiscrimination test. The
plan must provide how much of the QMACs will be used for this purpose.
•

At first blush, it may appear that the entire 5% should be used. The highly compensated ADP of 15%
is then less than the 16% of the non-highly compensated group, clearly satisfying the test.

•

However, Section 401(m) also requires that the matching contributions satisfy either the 125% or the
2%/2x test.

•

If all 5% of the QMACs are used in the ADP test, the Section 401(m) test will fail, because the HC
matching 5% would be discriminatory in relation to the 0% NHC matching contributions remaining
after the 5% is applied to the ADP test.

•

If the plan provides that 1% of QMAC contributions can be used in the ADP test, the plan will be
nondiscriminatory. The ADP ratio will then be 15%/12% equals 1.25, satisfying the 125% test. The
matching ratio will be 5%/4%, satisfying both nondiscrimination tests.
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Notice that if the plan provided for QMACs equal to 2% of compensation to be used in the ADP test, the
result would not change. The matching contribution percentages would be 5 and 3, which meets the 2%/2x
permitted disparity [Reg. Sec. 1.40l(k)-l (b)(6), example 5].

Excess Contributions by Highly Compensated Employees
Excess Contributions Defined. The consequence of failing the nondiscrimination test is to disqualify the
401(k) plan for that year. This occurs when contributions made by highly compensated employees are too high,
or excessive, relative to other employees. Section 401(k)(8)(B) defines excess contributions as the excess of:
•

The aggregate employer contributions made on behalf of highly compensated employees, over

•

The maximum contributions permitted under the nondiscrimination test (the maximum permitted
disparity).

Manner of Reducing Excess Contributions. Excess contributions are determined for each highly
compensated employee, starting with the employee with the highest deferral percentage. Contributions of
highly compensated employees must be reduced until the ADP of the highly compensated group meets one
of the two permitted disparity tests (125% of other employees' ADP or 2%/2x).
Effective for tax years beginning after December 31, 1996, the reduction of excess contributions is made by
first reducing the employee with the highest dollar amount of elective deferrals until the nondiscrimination
tests are satisfied. Before 1997, the employee with the highest percentage contribution was first reduced.

Effect of Excess Contributions. If a plan has excess contributions and fails to provide some remedy, there
are two consequences:
•

The employer is subject to a 10% excise tax on excess contributions [Sec. 4979].

•

The plan is disqualified for the year of the excess contributions and for any future years in which the
excess is not corrected [Reg. Sec. 1.401(k)-l(f)(6)(ii)].

The 10% penalty tax can be avoided if the excess contribution is corrected within 21/2 months after the end
of the plan year. The plan disqualification can be avoided if the excess is corrected within 12 months after
the end of the plan year.

Correcting Excess Contributions. If the nondiscrimination test fails because of excess contributions by
the highly compensated, there are three general ways to cure the problem:
•

Treat qualified nonelective contributions and qualified matching contributions as elective contributions,
and include them in the ADP computations, to satisfy the ADP disparity tests. (This was discussed
above, in the section titled "QNECs, QMACs, and Nondiscrimination.")

•

Recharacterize employer contributions as employee contributions.
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•

Make corrective distributions of excess contributions, and earnings attributable to such contributions, to
the highly compensated employees.

It is permissible to use a combination of these three methods.

Recharacterization of Excess Contributions. If contributions are recharacterized as employee contributions,
the employee includes the recharacterized amounts in income at the earliest date that the contributions could have
been received if the employee had elected to receive cash; i.e., the recharacterization applies a FIFO ordering.

Excess Contribution Notification Requirement. This recharacterization requires that the employee and
the IRS be notified by:
•

Timely providing the forms that the IRS may designate to the employer and the employee; and

•

Timely taking any other action that the IRS may require.

Timely recharacterization means the employee must be notified within 21/2 months after the end of the plan year.
Recharacterization can save the plan from disqualification due to failure to satisfy the nondiscrimination test.

However, recharacterized amounts will continue to be treated as employer contributions for purposes of all other
401(k) statutory requirements. This means that the distribution limitations, nonforfeitability requirements, and
limitations on deductible contributions and aggregate contributions to defined contribution plans still apply to
recharacterized amounts.

Employee Contributions Must Be Permitted. Recharacterization is not an option if the plan does not
permit employee contributions. Recharacterized contributions (treated as employee contributions) and
actual employee contributions cannot exceed the maximum employee contributions permitted under the
plan [Reg. Sec. 1.40l(k)-1(f)(3)].

Distribution of Excess Contribution. Regulation Section 1.40l(k)- 1(f)(4) permits the plan to distribute
excess contributions to the employee as an alternative corrective measure. The distribution must also
include earnings attributable to the excess contributions. The regulations provide several methods to
determine the applicable earnings.

Distribution Must Be Timely. As was true with recharacterizations, the corrective action must occur
within 21/2 months after the close of the plan year. Failure to satisfy the 21/2 month period will result in a
10% excise tax imposed on the employer, pursuant to Section 4979. In any event, the corrective
distribution must be made within 12 months after the close of the plan year to avoid disqualifying the plan
as discriminatory.

Inclusion in Employee Income. Corrective distributions made within 21/2 months following the end of the
plan year will be included in the employee's gross income on the earliest date on which the amounts could
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have been received if the employee had elected to receive cash. This is the same FIFO ordering rule that
applies to recharacterized amounts.

If the corrective distribution is less than $100, excluding income, the distribution is income in the tax year
of receipt. If distributions are not made within 21/2 months after the plan year ends, the employee includes
the distribution in gross income in the year of the distribution. There will never be an early withdrawal
penalty (the Sec. 72(t) 10% penalty) imposed on the employee.

No Spousal Consent Required. There is no need for an employee to obtain spousal consent to receive a
corrective distribution of an excess contribution.
Recharacterized amounts are treated as employee contributions and are included in each employee's gross
income for the year of contribution, under the FIFO ordering rules. This recharacterization is within the
permitted limits, because the plan permits employee contributions of up to 10% of salary, and neither HCA nor HC-B has made any employee contributions. If the plan did not permit employee contributions,
recharacterization would not be available as a corrective action.

Link With Nonqualified Deferred Compensation Plan
A nonqualified deferred compensation arrangement may be used to allow highly compensated employees to
defer the maximum amount of compensation, either in a qualified Section 401(k) plan or a nonqualified plan.
Combining the two arrangements may permit the highly compensated to maximize their Section 401(k)
contributions, and defer compensation on any deferrals that exceed the Section 401(k) contribution limit.
The IRS has approved an arrangement in which highly compensated employees elect to defer compensation
into a nonqualified arrangement. The employees may elect to either contribute the maximum allowed
amount into a 401(k) plan or to receive deferred amounts at year end. At year end, the employer determines
how much the highly compensated may contribute to the employer's 401(k) plan without failing the ADP
test. The employer will then contribute on behalf of any employee who elected to contribute the allowed
amount to the 401(k) plan. Any deferrals that cannot be contributed to the 401(k) plan will be distributed
to the employee and included on his W-2. Because the excess has been deferred in a nonqualified
arrangement, it will be included in the employee's income for the year of the distribution, not the year that
the income was earned. See Letter Ruling 9530038 for details of such an arrangement.

Limitations on Elective Deferrals

Section 401(k) simply provides that a profit-sharing or stock bonus plan will not be disqualified because the plan
permits the employee to have a contribution made to the plan or to receive cash. As was discussed in Chapter 3,
the tax law imposes an overall limit on elective deferrals. Retirement arrangements affected by this limit are:
•

Salary reduction contributions to a SEP;

•

Elective deferrals to a 401 (k) plan;

•

Contributions to purchase a tax-deferred annuity under Section 403(b) [Sec. 403(b)].
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Aggregate Annual Limitation. The overall limit is $10,000 in 1999, and the amount is indexed for
inflation annually. This limitation is based on the employee's tax year. Any deferrals in excess of the
annual limit cannot be excluded from the employee's income for the year.

It is important for the employer's plan to specifically limit the amount of deferrals to the statutory limit.
Failure to do so can disqualify the plan [Sec. 401(a)(30)]. A survey by Hewitt Associates indicates that
only 3.7% of all 401 (k) participants make the maximum contribution. Of course, even if each plan limits
the amount of employee deferrals, the aggregate deferral limit may be exceeded if the employee participates
in more than one plan.

Notification of Excess Deferrals. Because the limitation applies to aggregate deferrals, the employee may
have excess deferrals even though contributions to the 401(k) plan are less than the $10,000 maximum.
Even if the employer carefully monitors the amount of employee deferrals, the employee may still have
aggregate excess deferrals.

Distribution of Excess Deferrals. Practically, the employee must notify the employer if aggregate
deferrals exceed the annual limitation. If the employee notifies the employer, it is possible for the plan to
distribute the excess amount, if the plan so provides.

Deemed Notification of Excess Contribution. If the deferrals to the employer's 401(k) plan exceed the
annual limit, the plan may provide that the individual will be deemed to have notified the plan of such
excess. That is, the employer would have knowledge of the excess if deferrals to the employer's plan
exceeded the limit, and that knowledge can result in a deemed notification by the employee [Reg. Sec.
1.402(g)-1(e)(2)].

Permitted Return of Excess Deferrals. Section 401(g)(2)(A) permits excess deferrals to be distributed to the
employee by April 15 of the year following the year of the excess deferral. The distribution must also include
income attributable to the excess deferral. The excess deferral cannot be excluded from the employee's gross
income for the year of the contribution. But if the excess is timely returned, the distribution will not be included
in the employee's income and will not be subject to the penalty tax for premature withdrawals.
The excess will also not be included as an excess distribution for purposes of the Section 4980 excise tax.
The interest will be included in the employee's gross income for the year of the distribution [Sec.
402(g)(2)(C)].

Why Should the Employee Receive a Timely Distribution of the Excess? The excess is not excluded
from the employee's income for the year of the contribution. If the excess is timely distributed, the
employee will include the amount in income only once. The interest is included in income when received,
but this simply places the employee in the same position as if the excess contribution had never been made,
and was instead invested in a taxable investment. Failure to receive a timely distribution can result in
double taxation [Sec. 402(g)(7)]. For this reason, it is important to monitor aggregate deferrals.
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Tax Savings Available If a Loss Was Realized on Excess Deferrals. If the fund experiences a loss while
the excess deferral is in the plan, the employee can report a negative adjustment to AGI for the year of the
distribution of the excess deferral. Of course, if the income was negative, the employee will not receive the
full amount of the excess deferral. This adjustment simply compensates the employee for the economic
loss incurred [IRS Notice 89-32, 1989-1 C.B. 671].

IMPLEMENTATION OF A 401(k) PLAN
Communication to Employees

Recent experience shows that 401(k) plans are very popular with employees. It is extremely important that
all employees be aware of the advantages of the 401(k) plan so that participation is maximized, because the
plan can fail if the nondiscrimination test is not satisfied. The employer must carefully examine whether
matching contributions may be necessary to induce sufficient participation from lower compensated
employees, and if so, what level of matching is required.

Employees Should Be Well-Informed. In any event, employees should not be expected to participate if
they don't understand the benefits of the plan, and exactly what will happen with their money. Employees
will be very interested in investment performance and availability of funds when the contributions come
from elective deferrals, i.e., from the employee's own pocket.
Effective communication requires that complex plan issues be explained in simple, straightforward terms.
Also, employees must know how their contributions will be managed, including availability of different
investment options. Both written and oral communication should be involved, and employee meetings
should be included. Experts advise that a minimum of three months is required to implement a plan, and
generally the employer should plan for a longer process.

Payroll Issues
When elective deferrals are involved, the payroll system must be modified to deal with reporting and withholding
issues. Elective deferrals are not exempt from FICA taxes, although they are exempt from federal income taxes.
Also, state tax law should be consulted to determine how the particular state taxes elective deferrals.

Investment Issues
Retirement funds are obviously assets intended to be used in the long term. Long-term investment
performance can often be enhanced through selection of higher-risk investments. However, high-risk
investments often have extreme temporary fluctuations in value. The danger of high-risk investments is
that poor performance in the short term can result in employee dissatisfaction with the plan, and elective
deferrals may be adversely affected.

Investment Risk Must Be Communicated. Unless employees fully understand the fluctuations inherent
in high-risk investments, the plan could fail the nondiscrimination test based on year-to-year investment
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performance because lesser compensated employees are less likely to make contributions subject to future
investment risk. Thus, it is generally ill-advised to select high-risk investments for a 401(k) plan. Regular
communication of investment results is also important to generate employee confidence in the management
of their contributions. Also, employees should be aware that retirement fund investments are more
appropriately evaluated using long-run, rather than short-run, performance, and that long-run investment
vehicles often fluctuate in value.

REPORTING AND DISCLOSURE
General Profit-Sharing or Stock Bonus Requirements

A 401 (k) plan is part of a profit-sharing or stock bonus plan (pre-ERISA money purchase plans and rural
cooperative plans are also included). The salient feature of the 401 (k) is the ability to elect to receive cash
or to make a contribution to the plan, but the 401(k) is simply a profit-sharing or stock bonus plan, and is
subject to the normal IRS and Department of Labor reporting requirements. This includes filing an annual
information return with the IRS (the applicable variation of Form 5500), and, if applicable, Forms 1099
(distributions to recipients), or Form 5330 (excise taxes).

Labor Department Filings

ERISA requires certain information to be filed with the Department of Labor. If subject to required plan
termination insurance, additional reports must be filed with the PBGC. Again, these would be the normal
filings for the profit-sharing or stock bonus plan. The cash-or-deferred feature would not create additional
reporting requirements.
The 401(k) is also required to maintain records to demonstrate compliance with the nondiscrimination
requirements. As discussed earlier, employees must be informed on a timely basis of recharacterized
excess contributions.
Effective August 5, 1997, employers are not required to file summary plan descriptions and summaries of
material modifications with the Department of Labor unless the plan administrator is specifically requested
to do so.

83

CHAPTER 5

STATUTORY FRINGE BENEFIT EXCLUSIONS

INTRODUCTION

Why Exclusion Provisions Are Important
For a variety of policy reasons, the Internal Revenue Code provides specific items that will be excluded
from the taxpayer's income. Knowledge of these exclusions is important because Section 61 states

Except as otherwise provided in this subtitle, gross income means income from whatever source
derived, including (but not limited to) the following items: (emphasis added).
The list of specific items of income includes fringe benefits and "similar items." However, more important
than noting what items are specifically included as income is to recognize that anything of value received
by the taxpayer is income, unless the Code specifically provides otherwise.
If the owner of a closely-held business wants to provide employees (including shareholder-employees) with
tax-favored forms of compensation, it is essential to be aware of the statutory exclusions from income.

Provisions of Subtitle A: Organization

Section 61 states that, "except as otherwise provided in this subtitle," income includes all items of value
received during the tax year. To understand the scope of the exclusions, it is necessary to first understand
what is meant by "this subtitle."
The Internal Revenue Code includes 9 subtitles. Subtitle A deals with income taxes, and includes Sections
1 through 1563. This subtitle also includes 6 chapters which are further subdivided.

Section 61 is part of Subchapter B ("Computation of Taxable Income") of Chapter 1 ("Normal Taxes and
Surtaxes") of Subtitle A. The first three parts of this subchapter are the most relevant in defining what is
income and what is not income. These parts are:

Part I:

Definition of Gross Income, Adjusted Gross Income, Taxable Income, Etc.
Sections 61 through 68.

Part II:

Items Specifically Included In Gross Income. This includes Sections 71 through 90.

Part III:

Items Specifically Excluded From Gross Income. This includes Sections 101 through 137.

This includes

Our interest in this chapter will be focused on part III, those items specifically excluded from gross income.
Of course, since other provisions in subtitle A can also avoid current year inclusion in gross income, it is
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important to maintain a broad view of tax-favored items of income. Previous chapters focused on
Subchapter D, "Deferred Compensation, Etc." Subchapter D is a road map to the structure of deferred
compensation, including retirement plans, to avoid current income inclusion. Other provisions in subtitle
A are often used by the tax practitioner to defer income recognition. Common examples would be:
•

Like-kind exchanges of business or investment property [Sec. 1031];

•

Contributions to controlled corporations [Sec. 351]; and

•

Contributions to partnerships [Sec. 721 ].

Recognizing that we are limiting our focus to those exclusions typically seen in a compensation context,
let's discuss the fringe exclusions most commonly used by compensation planners.

EXCLUSIONS FROM GROSS INCOME: WHAT DOES IT MEAN TO EXCLUDE INCOME?
Exclusions Vs. Deferral Items

Before we discuss specific fringe exclusions, it is useful to define what an exclusion is, and particularly
how it differs from a deferral item. In the preceding chapter, various Code sections were mentioned that
can be used to avoid current income recognition. Many of these items, found in subtitle A, are actually
income deferral provisions.
Contributions to retirement plans may be tax-free to the employee in the year of contribution, but
withdrawals will be subject to income inclusion. Of course, the employee almost always profits from this
tax deferral, but it would certainly be nice if the tax could be avoided forever. Death sometimes permits
avoidance of deferred tax, but most employees would be reluctant to accept advice which involves use of
this ultimate tax shelter.
The income exclusions found in Sections 101 through 135 (Section 136, previously included in references
to part III, is a cross-reference provision) are particularly attractive because the employee will never report
any income from these benefits. Since an exclusion is more valuable to a taxpayer than a deferral, and is
more costly to the government, most of these provisions require that very specific statutory rules be
satisfied to take advantage of the exclusion.

Exclusions Discussed in This Chapter

This chapter will discuss the following employee fringes:
•

Compensation for injuries or sickness [Sec. 104];

•

Amounts received under accident and health plans [Sec. 105];

•

Contributions by employer to accident and health plans [Sec. 106];

•

Educational assistance programs [Sec. 127];
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•

Dependent care assistance programs [Sec. 129];

•

Certain fringe benefits [Sec. 132];

•

Qualified adoption benefits [Sec. 137];

•

Group-term life insurance (the tax consequences are found in Section 79, which is an income inclusion,
rather than exclusion, section. Nonetheless, group-term life insurance is commonly regarded as an
exclusion because Section 79 does not require income inclusion unless a statutory ceiling is exceeded
or key employee nondiscrimination rules are violated).

Chapter 5 explains the statutory framework for determining whether an exclusion can apply. Chapter 6
applies the statutory exclusion rules to specific benefits that the practitioner may encounter, but which are
generally not specifically named in the Code.

ACCIDENT AND HEALTH PLAN PAYMENTS
After-Tax Vs. Pre-Tax Insurance Payments
After-Tax Insurance Payments. Section 104(a)(3) excludes from income payments received from
accident and health insurance plans for personal injuries and sickness, unless the amounts are attributable to
nontaxable contributions by the employer or are paid by the employer. Thus, benefits paid by an employeeowned insurance policy, where the employee makes all payments, would be covered by this provision.

Similarly, if the accident and health care plan is contributory, reimbursements attributable to employee
contributions would be excluded under Section 104. Assume that an employer agrees to pay the insurance
premiums for the employee, but not for the spouse and dependents of the employee. The employee can
purchase this coverage under the employer's plan, taking advantage of group rates. Reimbursements
attributable to care provided for the spouse and dependents would be excluded under Section 104.

Pre-Tax Insurance Payments. Section 105(b) excludes reimbursements under an accident or health
insurance plan. Section 105(c) excludes payments under an accident or health insurance plan for
permanent loss of use of a bodily function or for a permanent disfigurement.

For purposes of the Section 105 exclusion, an accident or health plan is defined as an arrangement for the
payment of amounts to employees in the event of personal injuries or sickness [Reg. Sec. 1.105-5(a)].
Notice that the term "arrangement" is used, not plan. This distinction is discussed in the next section.

Employer-provided accident and health insurance plans generally take one of three forms:

•

Employer-provided insurance;

•

Direct reimbursements of qualifying expenses by the employer;
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•

A flexible spending account, where employee pre-tax salary reductions are used to reimburse qualifying
expenses. (See Chapter 1 for a discussion of flexible spending accounts.)

Requirement That a Plan Exists

An accident and health "arrangement" requires that there be some type of plan to provide accident and
health benefits to employees. There is no requirement that such a plan be formalized in writing, and there
may be different plans for different employees. A plan can be shown to exist if there is a customary
practice of paying benefits to employees.
Many exclusion provisions require a formal, written plan. An "arrangement" could be very informal,
including a continuing policy to reimburse certain types of expenses. Of course, a practical limit would
exist if the employer attempts to insure the arrangement. A health care insurer would not accept an
informal arrangement [Reg. Sec. 1.105-5].

The plan must limit benefits to employees, their spouses, and dependents. Employees can include:
•

Retired employees [Rev. Rul. 75-539, 1975-2 C.B. 45];

•

Full-time life insurance salesmen (see Sec. 7701(a)(20) for a definition);

•

Leased employees (see Sec. 414(n) for requirements for a leased employee to be an employee);

•

Surviving spouses of employees [Rev. Rul. 82-196, 1982-2 C.B. 53];

•

Employees laid off under a collective bargaining agreement [Rev. Rul. 85-121, 1985-2 C.B. 57].

Tax-Free Coverage for the Self-Employed

Although self-employed individuals are not eligible for the accident and health exclusion, they may be
indirectly eligible if a spouse (non-owner) is capable of being employed in the business. Assume that Mom
is a self-employed consultant. Dad has skills that make him employable by Mom in her business (bona fide
employment). Mom pays Dad as an employee, and also adopts a health plan to cover her employees.
Because the accident and health fringe applies to coverage extended to an employee, the employee's
spouse, and dependents of the employee, Mom's plan may cover Dad, Mom (as Dad's spouse) and any
children the couple may have (as Dad's dependents). Mom then receives health benefits without any
income recognition [Ltr. Rul. 9409006].

Flexible Spending Arrangements

Flexible spending arrangements (FSAs) were discussed in Chapter 1 in the context of cafeteria plans. FSAs
have become very popular because they permit employees to pay unreimbursed medical costs with pre-tax
dollars. For reimbursements under an FSA to qualify for the Section 105 exclusion, the following criteria
must be satisfied:
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•

The maximum reimbursement for the coverage period must be available at all times;

•

The coverage period must be at least 12 months;

•

The reimbursements must be for expenses that would qualify as deductible medical costs under Section 213;

•

Reimbursements can be made only for adequately substantiated expenses;

•

Reimbursed expenses must be incurred within the coverage period;

•

Any salary reductions not expended during the coverage period must be forfeited. If the employer
experiences gains from accident and health FSA, excess amounts can be used to reduce future year
premium payments or can be returned to participants. This is an important distinction between the useit-or-lose-it principle generally applicable to salary reductions. The gains must be allocated on a
uniform basis, but cannot be allocated in any manner based on actual claims submitted [Prop. Reg. Sec.
1.125-2, Q&A 7].

Plan Can Discriminate If Not Self-Insured. An accident and health arrangement can be offered on a
discriminatory basis, with two exceptions:
•

If the arrangement is self-insured, as described in the next section, it must be offered on a
nondiscriminatory basis;

•

If the arrangement is offered as a choice in a cafeteria plan, it must meet the nondiscrimination
requirements applicable to cafeteria plans. See the discussion in Chapter 1 regarding the
nondiscrimination rules of cafeteria plans.

Self-Insured Medical Reimbursement Arrangements

Nondiscrimination Rules Apply. If the employer plan is a self-insured arrangement, nondiscrimination
requirements apply. A self-insured reimbursement plan is one for which reimbursements are not provided
under a policy of accident and health insurance.

Generally, self-insured status means that there is no shifting of risk to an unrelated third party. Self-insured
status would generally exist unless reimbursement for qualifying expenses was provided, either under an
(a) individual or group policy issued by a licensed insurance company or (b) under some other prepaid
arrangement licensed by federal or state law in a manner similar to the regulation of insurance companies.
An HMO is not considered a self-insured arrangement.
If another company simply processes claims and charges an administrative fee to the employer, the
arrangement is self-insured. There is no shifting of the risk associated with providing reimbursement for
health related expenses; only paperwork is shifted [Reg. Sec. 1.105-11(b)].

What Benefits Should Be Offered in a Self-Insured Plan? Unless the employer is a major gambler,
comprehensive coverage should not be offered in a self-insured plan. The purpose of insurance is to shift
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risk (risk never goes away, but it can be shifted to another party at a cost). A self-insured arrangement is
the same as saying that all risk will be borne by the employer. There is no reason to risk the financial
stability of the business to offer comprehensive health coverage with no risk-shift.

Self-insured arrangements are best for well-defined coverage limits. For example, the plan could cover an
employee's deductible under an insured plan, or could limit reimbursements to a reasonable amount.
Alternatively, the employer could offer comprehensive coverage, but purchase "stop-loss" insurance to
protect itself against large claims.

Effect of Discrimination. If a self-insured plan discriminates in favor of highly compensated employees,
the highly compensated must include any "excess benefits" received in income.

If the highly compensated receive a benefit not available to other employees, the excess benefit is equal to
the amount reimbursed. If the plan discriminates in favor of highly compensated employees as to
eligibility, the excess benefit is determined by multiplying the reimbursement by the ratio of the aggregate
benefits of the highly compensated to the total employee benefits [Sec. 105(h)(7)].
Example 5-2: Bosco, Inc., operates a discriminatory self-insured health plan.
Paul, a highly compensated employee, is reimbursed $3,400 for childbirth expenses. No other
employee is eligible to receive childbirth reimbursements.
Paul is taxed on the full $3,400 benefit received.

Example 5-3: Bosco, Inc., operates a discriminatory self-insured health plan.
Paul, a highly compensated employee, is reimbursed $2,000 for qualifying expenses during the
year. Aggregate benefits for the highly compensated are $60,000; total benefits are $100,000.

Since the highly compensated receive 60% of all benefits, Paul (and all other highly compensated
employees) is taxed on 60% of all benefits received. He excludes 40% of all benefits received—the
percentage of benefits received by the nonhighly compensated.

Thus, he includes $1,200 of the $2,000 reimbursement in income.

Who Is Highly Compensated? Highly compensated employees include:
•

The five highest compensated officers;

•

A shareholder owning, with attribution, more than 10% in value of employer stock;

•

Employees with compensation among the top 25% of designated employees [Sec. 105(h)(5)].

Nondiscrimination. A plan must be nondiscriminatory as to eligibility and benefits. Eligibility
nondiscrimination requires that:
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•

The plan benefits at least 70% of all employees; or

•

If at least 70% of employees are eligible to participate, the plan must benefit at least 80% of those
eligible to participate; or

•

A facts and circumstances test be satisfied, where the plan benefits employees qualifying under a
classification determined by the employer and found by the IRS to be nondiscriminatory. Currently, the
IRS takes the position that this test is met by satisfying the Section 410(b) nondiscriminatory
classification test as set forth in the proposed regulations under Section 410(b).

Employees Not Included. The eligibility test can exclude:
•

Part-time employees (less than 25 hours per week or 7 months per year safe-harbor);

•

Nonresident aliens without U.S. source-earned income;

•

Employees who bargained away participation in a collective bargaining agreement;

•

Employees under age 25; and

•

Employees with less than three years of service [Sec. 105(h)(3)(A) and (B)].

Benefits Nondiscrimination. Nondiscrimination in benefits requires that any benefits provided to highly
compensated employees are also provided to other participating employees.

One Exception Permitting Discrimination. Routine medical diagnostic procedures can be provided to
the highly compensated on a discriminatory basis. For example, routine physical exams (not for a specific
complaint), routine dental examinations, blood tests, and X-rays can be provided only to the highly
compensated [Reg. Sec. 1.105-11(g)].

Employee Tax Treatment

Section 106 provides that employer contributions to an accident and health plan are excluded from the
employee's income. As discussed earlier, Section 105 excludes reimbursements from the plan, provided
the reimbursements are for medical expenses, loss of a bodily function, or disfigurement.

EDUCATIONAL ASSISTANCE PROGRAMS
Educational assistance benefits offered under Section 127 plans are scheduled to expire for undergraduate
courses that begin after May 31, 2000. The benefits have already expired for graduate course offerings.
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Advantages

To discuss the advantages of an educational assistance program, we must first consider the tax result if an
employer reimbursed educational expenses outside such a plan. This is because reimbursements might
otherwise be excluded from income, reducing the advantage of the educational plan.

Section 162 Education Requirements. Section 162 permits a deduction for educational expenses that
satisfy one of the following requirements:

•

The education maintains or improves an employee's skills in performing the employee's job; or

•

The education is necessary to satisfy the express requirements of employment, imposed by the
employer or through regulation [Reg. Sec. 1.162-5(a), 1.162-17(b)(l)].

Treatment of Section 162 Deductions for Education. If an employee incurs educational expenses that
satisfy the Section 162 requirements for deductibility, employee payments are deducted as miscellaneous
itemized deductions, which must in the aggregate exceed 2% of the taxpayer's adjusted gross income to be
of any value. As approximately 70% of all taxpayers don't even itemize deductions, it is extremely unlikely
that any tax advantage would result from the "deduction" at the employee's level.

Employer Payments Can Be Excluded. If the amounts are paid by the employer, the employee can
exclude the reimbursements from income, provided they do not exceed the costs incurred. An exclusion
would be available as a "working condition fringe," discussed later in this chapter, if the employee could
deduct the expense under Section 162 if the employee had made the payment.

Advantage of Educational Assistance Plan. The advantage of an educational assistance program is that
the education need not qualify as deductible under Section 162 if paid by the employee. The employee can
use the plan to reimburse certain education that is not directly related to his or her job. Educational
assistance plan benefits may also be made available to retired or laid-off employees.

Plan Limitations and Permitted Education

Maximum Payments. The maximum amount that is eligible for the exclusion is $5,250 per calendar year
[Sec. 127(a)(2)].

Limitation on Certain Coursework. The exclusion is not available for courses involving sports, games,
or hobbies, unless the course is required as part of a degree program or relates to the business of the
employer. Further, health-related education is acceptable only if it does not involve the use of athletic
facilities and is not recreational in nature.
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Expenses That Can Qualify. The following expenses can be reimbursed:
•

Tuition, fees, and similar expenses;

•

Books, supplies, and equipment.

Tools or supplies that are retained by the employee following completion of the course are not eligible for the
exclusion, nor are meals, lodging, or transportation costs. Retention of textbooks is acceptable [Sec. 127(c)].

Requirements: Written Plan and Nondiscrimination

Eligible Persons. An educational assistance plan requires that the employer have a separate written document
providing for educational assistance for the exclusive benefit of employees. Employees can include:
•

Retired, disabled, or laid-off employees;

•

A present employee on leave, for example on leave to the U.S. armed forces;

•

A self-employed individual.

Spouses and dependents, however, cannot receive the exclusion. Educational expenses incurred by
dependents and spouses of employees may be included under the plan, but the expenses will not be eligible
for the exclusion [Reg. Sec. 1.127-2(h)].

Plan Requirements. Four general requirements must be satisfied:
•

The plan cannot discriminate in favor of highly compensated employees (defined in Sec. 414(q)) or
their spouses and dependents (according to the preamble to the proposed Sec. 410(b) regulations,
discrimination is tested using the Sec. 410(b) nondiscriminatory classification test);

•

No more than 5% of the benefits can be paid to shareholders or owners owning more than 5% of the
capital or profits of the employer, or to their spouses and dependents;

•

The plan cannot provide the choice between benefits or cash. Thus, as noted in Chapter 1, it cannot be
part of a cafeteria plan;

•

Employees must be provided with reasonable notification of the availability and terms of the plan
[Sec. 127(b)].

Who Should Have an Educational Assistance Plan? There are several reasons that a small business
might not want an educational assistance plan:
•

Small businesses may be willing to pay for employee education, but would probably limit the
coursework to something related to the business operations. As such, a reimbursement would likely be
excluded as a working condition fringe, so an educational assistance plan would not be necessary.
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•

There are limits on the benefits that can be received by shareholders and the highly compensated.

•

The plan must be formalized in writing and must be tested for nondiscrimination. The working
condition fringe approach, as discussed later in this chapter, can be very informal and can be offered on
a discriminatory basis.

Reporting Requirements

Similar to other benefit programs, the Section 6039D reporting requirements must be satisfied.
requirement is generally met by filing the applicable form from the Form 5500 series.

This

DEPENDENT CARE ASSISTANCE PROGRAMS
Employee Demand Exists and Is Growing

As one can infer from political debate and a casual reading of the public press, employee demand for
dependent care assistance has grown in recent years, and should continue to increase in the future. A
dependent care assistance program, particularly one offered as part of a cafeteria plan, can be an important
employee morale booster.

Maximum Exclusion
An employee will be able to exclude dependent care expense reimbursements or the value of employer
provided dependent care, limited to the lesser of:
•

$5,000 per year ($2,500 for a taxpayer filing married filing separate);

•

The earned income of the employee or the employee's spouse, whichever is less [Sec. 129(a)(2) and (b)].

Note: As discussed below, the dependent care exclusion is closely related to the dependent care credit,
with considerable overlap in definitions and terms. The exclusion is as high as $5,000 per year for a
married taxpayer filing a joint return. The credit is limited to expenses not in excess of $4,800 (two or
more dependents) or $2,400 (one dependent).
Employers include self-employed individuals, and a partnership is the employer of each partner [Sec.
129(e)(4)].

Definition of Earned Income
The definition of earned income is the same as in Section 32, the earned income tax credit. However, rules
similar to the Section 21 dependent care credit definition of earned income apply. So a spouse who is a
full-time student or is incapable of his or her own care will have imputed income of $200 per month (one
dependent) or $400 per month (two or more dependents).
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Eligible Expenses

The expenses incurred must be so that the employee (if not married), or the employee and spouse, can be
gainfully employed. Expenses may relate to care for the following individuals:
•

A dependent under the age of 13;

•

A dependent of any age who is physically or mentally incapable of providing his or her own care;

•

A spouse who is physically or mentally incapable of providing his or her own care [Sec. 21(b)(1)].

Amounts paid to an individual qualifying as a dependent of the taxpayer or spouse (whether claimed on the
return or not), or to a child of the taxpayer under age 19, are not eligible expenses for purposes of the
exclusion [Sec. 129(c)].

After-Tax Payments May Be Desirable. If other available benefits are also desirable, it may be taxfavored to pay dependent care expenses on an after-tax basis (thereby qualifying such expenses for the
credit) and take other benefits on a pre-tax basis. This advice, of course, depends on the existence of non
dependent care options under the cafeteria plan that the employee would otherwise pay on an after-tax
basis, in whole or in part, and also on the employee's personal tax situation.

It is difficult to state which option would be best for a non-specified employee. However, lower tax
bracket employees would receive less benefit from the exclusion and would be more likely to prefer the
credit than higher tax bracket employees.

An employee in the 28% marginal federal tax bracket will receive a greater benefit from the exclusion. This
is because the credit rate is reduced from 30% to 20% as income rises. At the income level required for the
28% tax rate, the credit would be less than 28%. Employees in the 15% bracket will generally receive a
22.65% benefit from the exclusion because FICA is not applicable to excluded amounts. The credit rate for
the employee's income should be compared to the 22.65% savings (plus any state tax savings, if applicable)
to determine the optimal choice between the credit and the exclusion.

The employer obviously cannot be involved in computing the relative advantage of each option for the
employee. Communication of the existence of the trade-off would be important.
Example 5-4: Rex and Rita each expect to earn $10,000 during the coming tax year. They have
two children, one 3 years old, the other 6 months old at the close of the tax year.

They expect to spend $3,900 in qualifying dependent care during the year, which can be paid by a
dependent care assistance program which is part of a cafeteria plan sponsored by Rita's employer.
They have the following filing options:

•

They can exclude the full $3,900 under Section 129. Ignoring state taxes, they would probably
receive a $883 benefit from this option. This is based on a 15% federal tax rate and 7.65%
FICA tax savings. If they choose this option, they cannot claim the dependent care credit for
either child.
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•

They can claim the dependent care credit for all expenses. This would prevent them from
claiming the exclusion for any expenses used for the credit. If we assume a 25% credit (AGI =
$20,000), the tax savings would be $975.

Analysis:

Since Rex and Rita are in a relatively low tax bracket, the dependent care credit would be better than the
exclusion.
If their income were higher, the exclusion would become more favored for two reasons:
•

Higher income would reduce the rate of the credit.

•

Higher income could mean a higher federal income tax bracket. Assume they were in a 28% marginal
bracket and paid 7.65% FICA at the margin. Further, assume the credit rate would be only 20% based
on their income. The exclusion would then be worth $1,390 ($3,900 x .3565), and the credit would be
worth only $780 ($3,900 x .20)].

Plan Requirements

A dependent care assistance program must satisfy certain statutory requirements. Failure to satisfy these
requirements means that highly compensated employees will not be eligible for the exclusion. Plan
requirements include:
•

The plan must be in writing and be for the exclusive benefit of employees.

•

The plan cannot discriminate in favor of highly compensated employees and their dependents.
Nondiscrimination applies to both contributions and benefits, and eligibility to participate. Highly
compensated is defined in Section 414(q).

Percentage Test: The plan will not be discriminatory if the average benefits received by non-highly
compensated employees are at least 55% of the average benefits provided to highly compensated
employees under all plans provided by the employer. If benefits are provided under a salary-reduction
arrangement, employees earning less than $25,000 in compensation can be disregarded for this test.

Separate Line of Business Testing: If the employer operates separate lines of business, dependent care
assistance plan discrimination can be tested separately for each line of business. What constitutes a
separate line of business is found in Section 414(r). Among other requirements, a separate line of business
must have at least 50 employees, and the employer must notify the IRS that discrimination testing will be
performed on separate lines of business.
•

No more than 25% of the benefits can be provided for shareholders or owners owning more than 5% of
the stock or capital or profits of the employer.

•

Employees must be notified of the availability and terms of the benefits offered under the program.
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•

The employer must make timely reports of benefits received under the program (i.e., by January 31 of
the year following the year in which the benefit is received) [Sec. 129(d)].

Reporting Requirements
A dependent care assistance program requires certain reporting and recordkeeping by both the employer
and the employee. The employer is required to report the information required by Section 6039D for all
benefit plans. This is accomplished by filing a Form 5500.

Employer Reporting to Employee. As mentioned above, the employer is required to notify the
employees of the available benefits and the terms of the plan. Not later than January 31 following the end
of the calendar year, the employer must provide each employee with a written statement of the benefits
received under the plan.

W-2 Reporting Requirements. The employer is required to report dependent care assistance payments on
the employee's W-2 form. If the payments are eligible for the exclusion, the amount is reported in box 22,
under the description "dependent care benefits." Any payments in excess of $5,000 are included as "wages,
tips, other compensation" in box 10.

Cost When Employer Is the Care Provider. If the employer is the care provider, the amount of the
payment can be estimated as 125% of the direct costs of providing the care. Total direct costs are allocated
to produce an estimate of the cost of care per-dependent, per-day. The employee's payment is then
determined by multiplying this estimate by the number of dependents and the number of days of use by that
employee [IRS Notice 89-111, 1989-2 C.B. 449 and IRS Notice 90-66, 1990-2 C.B. 194].

Should the Employer Be a Care Provider? Most small businesses will probably find it cost-prohibitive
to offer dependent care directly. One anecdote about such an attempt:

An employer opened a day care facility that was offered to employees and nonemployees. Presumably this
was to take advantage of scale economies and to ensure a "critical mass" of children was obtained.
When employee needs were sufficient to limit care to employees, children of nonemployees were told that
they could no longer use the facility. Nonemployees took exception to this, and the local government
demanded that the employer continue to provide care to children of nonemployees because this was
consistent with the employer's zoning request.

Result: The employer was forced to expand the facility, and the business of providing dependent care
became more of a burden than initially expected.

Certification of Qualifying Expenses. The employer should generally ask for certification that
reimbursements are for qualified expenditures and for the care of qualified individuals. For example, the care
must be for a dependent under age 13, or for a dependent or spouse unable to care for himself or herself.
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As discussed above, there are also restrictions with respect to the care provider. The employee is required
to provide the IRS with information regarding the identity of the care provider.

Employee Reporting Requirements. The employee is required to include information similar to that
required for the dependent care credit. This information is included on the employee's tax return, and
must include:

•

The name, address, and taxpayer ID number of the person performing the services to which the
exclusion relates; or

•

If the provider is a tax-exempt organization, the name and address of the provider [Sec. 129(e)(9)].

An exception applies if the taxpayer is not able to provide the information, but is able to show that due
diligence was exercised in an attempt to obtain the information. See IRS Notice 89-71, 1989-1 C.B. 738
for examples of how to satisfy the information requirement.

EMPLOYER PROVIDED ADOPTION BENEFITS
For tax years beginning after 1996, new Section 137 allows an exclusion for employer-sponsored adoption
assistance programs. This exclusion is scheduled to expire after the 2001 tax year.

The adoption exclusion applies to employer reimbursements of qualified adoption expenditures incurred by
the employee. The exclusion is generally limited to $5,000 but may be increased to $6,000 in the case of an
adoption of a child with special needs. A credit is also available under Section 23, but the taxpayer may
not benefit from both the credit and the exclusion for the same expenditure.
The dollar limits are per child and not per year. It is possible to receive a $5,000 exclusion for employerprovided expenses and also receive a $5,000 credit for employee paid expenses, with both payments related
to the same adoption.
The exclusion is phased-out as adjusted gross income exceeds $75,000 and is eliminated in full when AGI
reaches $115,000.

An adoption assistance plan must be in writing and must be limited to employees of the company. It
cannot discriminate in favor of the highly compensated and no more than 5 percent of the benefits during
any year can go to 5 percent or greater owners of the employer. All employees must be given reasonable
notice of the availability of the plan.

CERTAIN FRINGE BENEFITS
Historical Background: Taxation of Fringes

There is no clear definition of "fringe benefits," and the IRS and taxpayers have long argued about what
employee benefits should be included in income. To many employees, a comer office is a valuable fringe,
as is a reserved parking place.

98

CHAPTER 5
Should these benefits be taxable? Difficulties in defining what should be a taxable fringe led Congress to
first examine this issue in 1974. Congress took no specific action, but in subsequent years, the following
events took place with respect to the tax treatment of fringe benefits:

•

1975: Treasury issued a discussion draft that was widely criticized.

•

1976: Eleven proposed revenue rulings were prepared by the IRS and the Office of Tax Policy, dealing
with taxation of such items as company picnics, employee discounts, supper money, free physical
exams, among others.

•

The Supreme Court issued two decisions in the late 1970s, Kowalski and Central Illinois Public
Service Company, dealing with taxation of fringe benefits.

•

In late 1978, Congress passed legislation prohibiting Treasury from issuing any policy on fringe benefit
taxation until Congress could study the issue.

1984 Tax Act Provisions. In 1984, Congress finally responded to the fringe benefit debate by adding
Section 132, titled "certain fringe benefits." This provision was, in a sense, a "catch-all" for nontaxable
fringe benefits that recognized existing practices of employers as well as the government's interest in
controlling the proliferation of fringe benefits and the need for guidance on the tax treatment of fringes.
Evidence that Section 132 was intended as a catch-all is found in Section 132(j), which provides that Section
132 does not apply to the extent the tax treatment of a fringe is expressly provided for in some other section of
the Code. Thus, Section 132 represents the last line of defense for the taxpayer seeking an exclusion.
Section 132 includes four general types of fringe benefit income exclusions:
•

No-additional-cost services;

•

Qualified employee discounts;

•

Working condition fringes;

•

De minimis fringes.

Section 132 also includes a general exclusion for certain on-premise gyms and athletic facilities.
The subsequent sections will discuss each of the Section 132 fringe exclusions in more detail.

No-Additional-Cost Services

A no-additional-cost service is one that is:
•

Offered to customers in the line of business in which the employee performs services; and

•

Provided at no substantial additional cost to the employer.
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Nondiscrimination. This exclusion is not available to highly compensated employees if the fringe is
offered on a discriminatory basis to such employees. "Highly compensated" is defined in Section 414(q).

No "Substantial" Additional Cost. No "substantial" additional cost includes the opportunity cost of
foregone revenues. Essentially, this exclusion permits the employer to offer services to employees that
would otherwise be unused (excess capacity). A common example is stand-by travel on an airline: if the
seat on the plane would otherwise be unused, an employee can use the seat without recognizing income.
Because no additional cost services typically are limited to excess capacity, this exclusion is of limited
utility to a small business.

Cost of Services. It could be argued that the stand-by travel offered to an airline employee does involve
additional cost. For example, there are services provided by flight attendants, and perhaps baggage
handlers, and there is a cost associated with complementary in-flight food and beverage service. All of
these, however, would involve no "substantial" additional cost.

Other common excess capacity services include hotel accommodations; train, bus, subway, or cruise line
transportation; telephone services; and cable TV services.

Services That Are Not Incidental. If the service provided by the line of business is labor intensive, the
exclusion may not be available. The regulations indicate that if a substantial amount of time is spent by
other employees to provide the service, the exclusion is not available. However, this is not a problem if the
service is incidental to the primary service provided by the employer.
Example 5-5: An airline employee is permitted to travel on a stand-by basis. Services provided
by baggage handlers, gate attendants, and flight attendants are incidental to the primary service of
air travel.

Thus, there is no substantial additional cost involved.

Example 5-6: An employee of a hotel is permitted to use a room in the hotel if there are no paying
customers. The services of the desk clerk, bellman, and maid are incidental to the primary service
of lodging [Reg. Sec. 1.132-2(a)(5)(ii)].

Reciprocal Agreements. Reciprocal agreements between employers to provide no-additional-cost
services to each other's employees will qualify for the exclusion, provided:
•

The agreement is in writing;

•

Employees benefiting from the agreement between the employers perform substantial services in the
same line of business;
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•

The employee receiving the benefit performs services in the same line of business as the line of
business in which the benefit is received; and

•

Neither employer incurs substantial additional costs [Reg. Sec. 1.132-2T(b)].
Example 5-7: XYZ Airlines and ABC Airlines agree to permit each other's employees to fly on a
stand-by basis.

Provided the above requirements are satisfied, an ABC employee who uses XYZ Airlines for stand
by travel will not recognize income.

Who Can Receive the Benefit. Employees include retired employees, disabled employees, and surviving
spouses of employees. Also, use by a spouse or a dependent child is treated as use by the employee.
If the service is air transportation, parents of an employee are also included. This is to recognize
longstanding industry practice of permitting parents to fly on a stand-by basis [Sec. 132(f)].

Qualified Employee Discounts

It is a longstanding practice of many stores to permit employees to purchase merchandise at a discount. A
qualified employee discount refers to one that does not exceed:
•

In the case of property, the gross profit percentage of the selling price to customers;

•

In the case of services, 20% of the price at which the service is offered to customers [Sec. 132(c)].

Gross Profit Percentage. This provision essentially permits the employer to offer qualifying property at
cost. But this statement is not quite true, because the gross profit percentage is determined over a
representative time period (generally the taxable year preceding the year in which the discount is offered),
and is averaged for the line of business.

In general, the gross profit percentage is the ratio of:
•

the aggregate sales of property within the line of business, reduced by the aggregate cost of such property
to

•

the aggregate sales price of property within the line of business.
Example 5-8: Last year, XYZ Department store had sales of $4,500,000, and cost of sales of
$3,200,000. The gross profit percentage for the department store is 28.89% [($4,500,000 $3,200,000) / $4,500,000]. For an employee working in this line of business, a discount not in excess
of 28.89% would be acceptable.
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Assume that the permitted discount is 25%. Greg, an employee of the store, purchases a microwave
oven for $300, which is 25% less than the $400 price charged to customers. If the cost of the
microwave to XYZ is actually $320, Greg has purchased the product below cost.
This is acceptable under Section 132, because the gross profit percentage is an average of all
products sold within the line of business.

Limitations on Type of Property. Qualifying property must be of a type that is sold to customers in the
ordinary course of the trade or business in which the employee performs services. It does not include real
property or personal property that is commonly held for investment.
Example 5-9: Lifetime Homes is a residential home construction company.
Lifetime offers employees a 5% discount on the purchase of any Lifetime home, which discount is
within the company's gross profit percentage.

Any employee taking advantage of the offer will be taxed on the value of the discount because the
home is not qualified property.

Who Can Receive the Benefit? The definition of employee for the qualified employee discount exclusion
is the same as for the no-additional-cost exclusion.

Nondiscrimination Rules Apply. Also, as with no-additional-cost services, the exclusion is not available
to highly compensated employees if the fringe is offered on a discriminatory basis.

No Reciprocal Agreement Allowed. Unlike no-additional-cost services, qualified employee discounts
cannot be offered on a reciprocal basis. There is one exception: employees of a leased section of a
department store are treated as employees of the department store, and vice-versa.
Example 5-10: Wanda Whitecoat sells cosmetics for Cosmic Cosmetics Company. Cosmic leases
space in Marshall Stream's Department Store.

Wanda will be treated as an employee of Marshall Stream's, and employees of Marshall Stream's
will be employees of Cosmic for purposes of the employee discount.

Working Condition Fringes

Deductible If Paid for by Employee. A working condition fringe refers to any property or services
provided to the employee, if the employee would be entitled to a deduction under Section 162 or Section
167 if the employee paid for such property or services [Sec. 132(d)].
In a sense, a working condition fringe exclusion is a simplified tax-reporting procedure. If the item would
be deductible if paid by the employee, then presumably it would be a "wash" on the employee's return. The
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exclusion then simplifies the process by avoiding the need to include the item in income and then deduct
the same amount.
There are several reasons why the working condition fringe exclusion operates much more favorably than
including the item in income and then claiming a deduction:
•

A Section 162 deduction by an employee would be a miscellaneous itemized deduction. The employee
would need to itemize deductions and would also need aggregate miscellaneous deductions in excess of
2% of adjusted gross income to create a "wash." The working condition fringe exclusion applies even
if the employee would not have actually benefitted from direct payment.

•

The exclusion reduces adjusted gross income, perhaps increasing allowed itemized deductions, active
real estate losses, and other items where the deduction is determined by reference to AGI.

•

The Section 132 exclusion also applies to employment taxes, reducing FICA liabilities [see Sec.
3121 (a)(20)]. Thus, both the employer and the employee benefit.

Available Only to the Employee. Because the exclusion requires that the item would be deductible as an
employee business expense, spouses and dependents are not employees for purposes of this exclusion.
(They would not be entitled to a deduction if they paid the value of the item provided.)

Can Be Discriminatory. Further, since the exclusion, in theory, simplifies a "wash," a working condition
fringe can be offered on a discriminatory basis.

Exception: Use of consumer products by employees for testing purposes is a working condition fringe, but
it must satisfy the nondiscrimination tests.

Common Examples. Common working condition exclusions include employer use of a companyprovided automobile for business purposes, and reimbursed education that satisfies the Section 162
requirements for deductibility. Because a variety of items could be deductible under Section 162, the
working condition fringe exclusion can include many items. The statute includes two fringes that would
not normally qualify under the deduction test:

•

Qualified automobile demonstration use by a full-time automobile salesperson. The use must be confined
to the "sales area" (a 75-mile radius safe-harbor exists) in which the salesperson performs services. Also,
there must be explicit restrictions on personal use of the automobile. However, this permits commuting
use to qualify, although commuting would not otherwise qualify as a Section 162 deduction.

Why allow this exception? As is true with parental use of stand-by air travel, longstanding industry
practice permits salespersons to use "demo" vehicles.
•

The value of parking provided to an employee on or near the business premises of the employer. If the
employee paid for his or her own parking, the payment would not qualify for a Section 162 deduction,
and this represents another exception from the general definition of a working condition fringe. The
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exclusion is limited to $170 per month. After 1997, the parking exclusion will be available even if the
employee could have elected to receive cash rather than the benefit.

Tax Return Preparation. Generally, if an employer provides free tax return preparation, the value of the
benefit may not be excluded from the employee's income. The benefit is not a working condition fringe
because deductions for tax preparation arise under Section 212 rather than Section 162. However, if an
employer establishes a site for the IRS' Volunteer Income Tax Assistance (VITA) program, any employee
who has his or her return prepared at the employer's VITA site may treat the benefit as a de minimis fringe.

De Minimis Fringes

Ease Administrative Burden. A common complaint of taxpayers and tax practitioners is that Congress
and the IRS fail to consider the cost of compliance with the tax law. The de minimis exclusion is intended
to recognize that some items may be taxable under general tax law principles, but it would be
administratively inconvenient to account for the value of the benefit. For this purpose, it is necessary to
consider the frequency with which the benefit is offered [Sec. 132(e)].

Common Examples
Under the administrative inconvenience test, many items could qualify as de minimis fringes. Examples include:
•

Personal use of a copy machine,

•

Local personal telephone calls,

•

Occasional flowers or gifts to commemorate special events,

•

Occasional theater tickets, and

•

Similar items.

Can Be Discriminatory. Because the exclusion is to avoid administrative inconvenience, de minimis
fringes can be provided on a discriminatory basis. For example, if only highly compensated employees are
permitted to use a copy machine for personal purposes, it is no easier to value the benefit than if all
employees could use the machine.
Exception: Company-provided eating facilities.

Frequency Exception. If a de minimis fringe is offered with too much frequency, it no longer is de
minimis. For this purpose, the company must consider the frequency with which an individual employee
uses the fringe, as well as the frequency with which the employer provides the benefit to all employees.
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Example 5-11: Ladmo, Inc., provides free meals to Jack, the CFO, whenever Jack has to work late
on financial reports. Generally, this occurs 4 nights each year. This would be a de minimis fringe.

If Ladmo provides Jack with free meals 90 times each year, it is unlikely this would be a de minimis
fringe with respect to Jack.
Example 5-12: Ladmo provides drinks and food for a company happy hour every Friday. This is
unlikely to qualify as a de minimis fringe because of the frequency with which the benefit is offered.

Quantitative Test for Copy Machines. The regulations provide a specific quantitative use test for copy
machines. If the employer provides sufficient restrictions on the personal use of the copy machine such
that 85% or more of the use is for business, employee personal use is a de minimis fringe.
Example 5-13: Ladmo has a copy machine that is readily accessible to employees. Assume that
40% of the use is for personal copying by employees. The value of the personal use is apparently
not de minimis, although it is not clear how the benefit to each employee could be measured.

Example 5-14: Ladmo provides drinks and food for a company happy hour every Friday. This is
unlikely to qualify as a de minimis fringe because of the frequency with which the benefit is offered.

Supper Money as a De Minimis Fringe
Occasional supper money is an item that has created some recent concern for the IRS. Arguably occasional
supper money, such as for when an employee works overtime, is a de minimis fringe benefit. Generally, the
IRS would agree with such treatment of occasional supper money. The problem arises when it becomes
more than occasional. The IRS has advised examiners to apply the "occasional" test on an employee-byemployee basis.

Example 5-15: XYZ Company has a policy of reimbursing employees for dinners when the
employee works more than 10 hours in a day. Rex worked more than 10 hours twice during the
year, and received two reimbursements. Rita worked more than 10 hours, and received a dinner
reimbursement, 78 times during the year. Rex will probably be entitled to a de minimis exclusion;
Rita almost certainly will not be.

Example 5-15 illustrates one problem with dinner allowances, and with de minimis fringes in general. The
employer should maintain records of the frequency of use of a benefit for each individual employee. A
benefit may be de minimis with respect to one employee but not with respect to another.
Several items that probably could be valued are specifically covered by the de minimis exclusion. These are:
•

An employer-provided eating facility if it is located on or near the employer's business premises and the
revenue normally equals or exceeds the operating costs. This is the only exclusion that does not apply
to the highly compensated if offered on a discriminatory basis [Sec. 132(e)(2)].
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•

Limited value public transit passes to be used for employee commuting purposes [Reg. Sec. 1.1326(d)]. Employer transportation benefits are limited to $65 per month after 1992. If benefits are received
in excess of the limit, only the excess benefit is taxable.

•

Employer-provided group term life insurance for the employee's spouse or dependents, provided the
face amount does not exceed $2,000 [IRS Notice 89-110, 1989-2 C.B. 447].

On-Premises Athletic Facilities

Section 132(h)(5) provides a specific exemption for on-premises athletic facilities. The exclusion is available
if the facility is:
•

Located on the premises of the employer. This does not require that it actually be at the business
premises, and the space can be owned or leased. So, the employer could lease space four miles from
the business facility, and the exclusion would still be available.

•

Operated by the employer. The facility can be operated by employees or independent contractors.

•

Limited such that substantially all of the use is by employees, and spouses and dependent children
(under the age of 25) of the employees. Retired and disabled employees, and surviving spouses of
employees also can use the facility.

Nondiscrimination Does Not Apply to Employee. An unusual nondiscrimination provision applies to
employer-provided athletic facilities. Generally, if benefits are provided on a discriminatory basis, the
consequence is that the highly compensated group does not qualify for the exclusion. But in the case of
athletic facilities, if the benefit is provided on a discriminatory basis, the employer loses the deduction for
the cost of the facility [Sec. 274(e)(4)]. The highly compensated group still qualifies for the exclusion.

This means that there is no nondiscrimination provision for the fringe exclusion to be available to the
employee. The nondiscrimination rule affects only the employer, and is therefore (technically) not
applicable to the fringe exclusion.
Example 5-16: The U.S. Senate has an on-premise athletic facility that discriminates in favor of
the highly compensated. The U.S. Government (the employer) gets no deduction (but, of course,
it doesn't need one). The individual senators have no income. If the normal discrimination rules
applied, the senators would recognize income.

GROUP TERM LIFE INSURANCE
Section 79 provides that an employee will not recognize any income for employer-provided group term life
insurance, provided the amount of coverage does not exceed $50,000. The plan cannot discriminate in
favor of key employees, as to both eligibility and benefits. If the plan is discriminatory, the exclusion does
not apply to the key employees. Key employees are defined in Section 416(i).
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To satisfy the eligibility test of the nondiscrimination provision:
•

The plan must benefit at least 70% of all employees; or

•

No more than 15% of all participants can be key employees; or

•

A facts-and-circumstances test is met (the IRS is satisfied the plan is nondiscriminatory); or

•

The life insurance is offered in a cafeteria plan, and the cafeteria plan nondiscrimination provisions
are satisfied.

As mentioned in Chapter 1, group term life coverage can be offered in a cafeteria plan, even if the benefit is
taxable because it exceeds $50,000. However, a Section 132 fringe benefit cannot be offered in a cafeteria
plan. Thus, the de minimis exception for spouse or dependent life insurance not in excess of $2,000 cannot
be offered in the cafeteria plan [Sec. 79(d)(3)].
The nondiscrimination as to benefits test is generally a facts-and-circumstances test.

Multiple of Compensation Coverage. If the plan provides a uniform multiple of compensation as the
death benefit, it will not be discriminatory, although the higher the compensation, the higher the benefit.

Less than 10 Employees. If the group term plan does not cover at least 10 employees, then generally all
employees must be covered, unless the insurance provider fails to accept the employee because of a bona
fide reason; e.g., medical risk makes the person not insurable.

Tax Effect of Excess Coverage. If coverage in excess of $50,000 is provided, the cost of the excess
coverage is valued and included in the employee's income for the year. The cost is determined using the
"Table I" values included in Regulation Section 1.79-3(d)(2). The cost figures are generally below the cost
of a policy purchased on normal commercial terms.
The true cost of excess coverage is the Table I value multiplied by the employee's marginal tax rate. This
will greatly understate the true cost of coverage. For employees who need the excess coverage, it
represents a real bargain. For employees who do not need the coverage, the employer may offer the benefit
as part of a cafeteria plan, which would permit them to select some other benefit.
Example 5-17: Kelly is 38 years old and is employed by Bigco. Kelly is provided with $175,000
of group-term life insurance under Bigco's qualified plan.

For an employee between the ages of 35 and 39, the Table I value of $1,000 of coverage for one
month is $.11
Kelly has annual imputed income of ($175,000 - $50,000 / $l,000)($.11)(12) = $165.00. This is
the deemed "cost" of the excess coverage of $125,000.

If Kelly's marginal tax rate is 28%, the true cost to her is ($165)(.28) = $46.20.
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In Example 5-17, the employee receives the excess coverage at a cost that could not be duplicated in the
private sector. Even if she could locate coverage at the Table I cost, Kelly's true cost (i.e., her tax cost)
would be much lower under the employer's plan.

Tax Effect of Discriminatory Plan. If the plan is discriminatory, the key employees do not receive the
$50,000 exclusion. This treatment is similar to other fringe exclusions; i.e., the defined group loses the tax
advantage. However, the amount included in income is the cost of the coverage, which is determined as
the greater of:
•

the Table I value of the coverage provided, or

•

the employer's actual cost of providing the benefit.
Example 5-18: Assume in Example 5-17 that Kelly is a key employee. If the plan is nondiscriminatory,
Kelly has imputed income of $165, the same as in Example 5-16. If the plan is discriminatory, Kelly
loses the $50,000 exclusion, and the Table I income is ($175,000/$l,000)($.l1)(12) = $231.00.
The amount included in Kelly's income is the greater of $231 or the cost of providing the coverage.
So, if the actual cost to the employer is $320, Kelly has income of $320.
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TAXATION OF SPECIFIC NONCASH BENEFITS

INTRODUCTION
Overview
In Chapter 5, we reviewed the statutory provisions covering exclusions of "fringe benefits" from gross
income. Knowledge of these exclusions is essential to the compensation planner, because they provide
the exclusive route to tax-free receipt of fringe benefits. In this chapter, we will discuss specific types of
fringe benefits that do not neatly "fit" into the fringe exclusions, but are benefits commonly provided to
employees.

This chapter has two goals:
•

To serve as an application-oriented review of the tax principles discussed in previous chapters. The
nontaxability of each fringe discussed in this chapter depends on the application of the exclusion
provisions, and we will review how the exclusions apply to each benefit discussed.

•

To provide the practitioner with ideas of benefits that should be considered when structuring a benefits
package for key employees, and employees in general. This chapter can also serve as a quick reference
guide to the taxation of specific benefits.

Types of Benefits to Be Discussed

In previous chapters, we discussed cafeteria plans, dependent care assistance programs, health and accident plans,
and other benefits that can be found by reading the title of a specific section of the Internal Revenue Code.

This chapter will discuss benefits such as:
•

New employee relocation assistance;

•

Investment or tax advice;

•

Employee use of frequent flyer miles;

•

Post-retirement medical benefits;

•

Extending health care benefits to a nonspouse cohabitant;

•

Other similar "perks" not specifically described in the law.
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Chapter Organization

We will begin by extensively discussing a benefit that is not technically an income exclusion: below-market
loans from the employer to the employee. The tax law specifically provides for income inclusion for belowmarket loans, but a properly structured below-market loan can create tax benefits similar to an exclusion.
The remainder of the chapter is devoted to brief discussions of specific employee benefits.

SPECIFIC FRINGE BENEFIT OPTIONS: BELOW-MARKET LOANS
Tax Treatment Prescribed by Statute

In the 1984 Tax Act, Congress added Section 7872 to govern the tax treatment of below-market loan
transactions. This Code section adopts the position that had previously been assumed by the IRS, with
little success in the courts. Following a rare IRS victory involving an interest-free loan case, the Congress
adopted statutory provisions to clarify the treatment of such transactions.

Comparison with Pre-1984 Law
In general, the Section 7872 provisions are less favorable than pre-1984 court decisions involving belowmarket loans. However, the rules offer one important advantage relative to pre-1984 case law: a known
tax result. A practitioner should be aware of the effect of the rules on closely-held businesses.

Why Are Below-Market Loans Important?

The Section 7872 rules are important in compensation planning for two reasons:
•

It is still possible to structure an interest-free loan from an employer to an employee that has no
negative tax consequences;

•

The statutory rules provide a certainty of result. Use of below-market loans prior to enactment of
Section 7872 was accompanied by a serious risk of challenge by the IRS.

Overview: Taxation of Below-Market Loans
Deemed Transfer of Economic Benefit. A below-market loan confers an economic benefit on the
borrower, represented by the difference between a "fair" compensation for the use of money, and the
amount of compensation actually provided. This economic benefit comes at the expense of the lender, and
the overall transaction can be viewed as a transfer of a benefit from the lender to the borrower. The tax
characterization of this transfer depends on the relationship between the lender and the borrower; i.e., why
would the lender be willing to make such a transfer?

The "benefit" transferred from lender to borrower is not a tangible one, but rather represents an opportunity
cost to the lender. Since the benefit arises in the context of a loan, and represents an insufficient interest
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charge, the borrower is treated as remitting the benefit to the lender as a supplemental payment for the use
of borrowed funds. That is, the benefit, measured as the reduced or foregone interest, is treated as making a
circular path between the lender and borrower as follows:
•

The benefit is transferred from the lender to the borrower;

•

The benefit is retransferred from the borrower to the lender [Secs. 7872(a)(1) and (b)(1)].

Tax Consequences Follow Deemed Transfers. After this circular process is completed, each party is left
with no tangible funds (the amounts cancel), but each transfer is characterized according to general tax law
principles. What is this tax characterization?
•

The lender to borrower transfer can be:

— compensation, if the lender is the employer and the borrower the employee;

— a gift, if the parties are related;
— a dividend, if the lender is a corporation, and the borrower a shareholder.
These lines can become blurred where multiple relationships exist.
•

The borrower-to-lender transfer is always a payment of interest.

Demand Versus Term Loans. A demand loan is one that must be repaid on demand by the lender. It also
includes loans that are conditioned on continuing employment; i.e., if employment is terminated the loan is
payable in full. A term loan is anything else.

They differ in tax result because the amount of the benefit can be measured at the time a term loan is made,
because it is known how long the benefit will exist. Thus, the lender-to-borrower transfer is deemed to
occur in full at the time the loan is made. The retransfer from the borrower to lender is determined under
original issue discount (OID) amortization rules. The key is that the amount of the transfers are
mismatched in time. (Over the life of the loan, the amounts of the two transfers will be the same.)
The length of a demand loan cannot be reasonably estimated, with the result that the lender-to-borrower
transfer occurs with the passage of time, and is measured at the end of each tax year. The same is true with
the borrower-to-lender transfer. Demand loans result in a match in amount and timing of the two transfers.

Measurement of Benefit Received
Measuring the Transfers. The benefit is the excess of a "fair" interest rate over the rate actually charged.
For administrative convenience, a fair interest rate is deemed to be the return, as specified by the IRS for
the particular type of loan, on a U.S. treasury security of an equivalent maturity. This is referred to as the
"applicable Federal rate," or AFR.
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Measurement Convention Understates ’’True” Interest. Because treasury securities are generally
viewed as having zero default risk, it is reasonable to expect that private contracting parties would bargain
for an interest charge at least as high as the AFR.

The foregone interest, representing the amount of the benefit transferred, is the difference between the AFR
and the rate actually charged. Examples in this chapter will assume the loan is interest-free, and is payable
upon demand. This will include a loan with a stated term that is payable in full if the employee terminates
employment.

How to Use an Interest-Free Loan

Interest-free loans are not covered by an income exclusion provision. Thus, they can be offered on a
discriminatory basis, and almost certainly would be.
Example 6-1: Assume that the market rate of interest for a loan to the president of a closely-held
company is 10%, given the risk of nonpayment. The AFR, representing the borrowing rate of the
federal government, is 7%. The company lends the president $240,000 with zero interest required.

The loan is payable in full if the president terminates employment, but otherwise has a 20-year term
with monthly amortization of principal (equal payments of $1,000 each month).

Analysis:
(1) Computing the True Benefit:

What benefit does the president receive?
•

If he borrowed from a commercial lender at 10%, with monthly payments of principal and interest, he
would pay $2,316.05 each month.

•

Of the total payments made over the term of the loan, $215,852 would be interest and $240,000 principal.

•

Possibly he could deduct the interest on his personal return, although we will defer that issue for a moment.

(2) Computing the Tax Effect:

•

For simplicity, we will look at the tax effect in year 1, and we will assume that the $240,000 balance
was outstanding for an entire year. (This is different from the monthly amortization, but it will make
the numbers easy to see.)

•

A "fair" interest charge, as defined by law, is considered to be 7% of $240,000, or $16,800.

•

The actual interest was zero, with the result that a $16,800 benefit was deemed to be received by the
employee. Notice that the true benefit was far higher, because the president cannot borrow at the
treasury security rate.
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(3) Deemed Transfers:
•

Section 7872 requires that we treat the $16,800 benefit as transferred from the lender (employer) to the
borrower (employee), followed by a retransfer from the borrower to the lender.

•

Based upon the employer-employee relationship, we will treat the first transfer as a payment of
compensation. (See the following section for an alternative treatment.)

•

The second transfer is a payment of interest. Thus, we report:

Employer Tax

Lender-to-Borrower
Borrower-to-Lender

Employee Tax
Comp. Deduction
Interest Income

Comp. Income
Interest Expense

(4) Net Tax Result to Each Party:
•

For the employer, the tax treatment is a "wash," because the compensation deduction and the interest
income are of equivalent amount and occur in the same year.
Caution: This would not be the case for a term loan. Generally, demand loans create a more
favorable tax result, although this analysis can become complicated.

•

There is no income tax withholding required for the compensation [Sec. 7872(f)(9)], but the
compensation would be subject to FICA tax.

•

For the employee, we need more information.
—

The normal interest tracing rules apply to characterize the interest expense.

—

The transaction can be a "wash" to the employee if the interest expense is deductible. This
requires that the loan proceeds be used to acquire a residence, acquire investment property
(the investment income should be large enough to shield the interest), or some other
deductible use (including the $100,000 home equity ceiling, if the loan is properly secured).

Note on Residence Loans: Based on the foregoing discussion, a below-market loan can be particularly
appealing if the key employee uses the proceeds to acquire, construct, or improve a residence.

Is Deductibility Even Relevant? Notice that if the employee intends to borrow the money from the
employer or a third party, the deductibility of the interest expense is not an issue. This is because it is either
deductible in both alternatives or is nondeductible in both. If the loan would occur with or without
employer participation, and the use of the proceeds would be the same regardless of the identity of the
lender, the deductibility is not relevant in selecting one form over the other.

The employee who must borrow is always better served to borrow at the low economic cost offered by the
employer. It would be foolish to reject the zero interest employer loan because there would be a net tax
effect, and instead accept a 10% third-party loan. The worst result from the employer loan would be a cost
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equal to the 7% AFR multiplied by the employee's marginal tax rate. (The marginal tax rate should include
federal and state income taxes. Nonetheless, the cost is less than 10%.)

Dividend Risk For Five Percent Shareholder

First Transfer as a Corporate Distribution. If the employee is also a shareholder, the first transfer may
be treated as a distribution subject to Section 301, if the employer is a C corporation. If the corporation has
current or accumulated earnings and profits (E & P), the result is a dividend. (If an S corporation, the
Section 1368 distribution rules will apply.)

No Employer "Wash." A dividend is bad from the perspective of the employer because the transaction
would no longer produce a wash. The employer would have net positive income with no offsetting benefit.
(This would also be the case for an S corporation employer, although there may be no deemed transfer in
an S corporation under the no tax effect provisions of Section 7872.) Further, net earnings and profits
would not even be adjusted, because E & P would increase by the income and decrease by the distribution.

The employee would be in essentially the same position, although he might be better off because
employment taxes would be avoided and investment income would be created. Overall, the benefits would
generally be greatly reduced if the first step were classified as a Section 301 distribution.

Proposed Regulations Presumption. Proposed Regulation 1.7872-4(d)(2) provides that a loan will be
presumed to be a corporation-shareholder loan if the borrower owns either:

•

More than 5% of all classes of stock entitled to vote,

•

More than 5% of the number of shares of all nonvoting classes of stock, or

•

More than 5% of the value of all classes of stock of the lender.

This presumption can be overcome only with clear and convincing evidence that the loan was employmentrelated. Attribution rules apply in measuring ownership, making this a difficult hurdle for family
corporations. Proposed regulations are not authoritative (they are simply an invitation to comment), but
this presumption is troublesome.

Use of Adequate Interest Loan to Combat Presumption. The dividend presumption for a below-market
loan to a more than 5 percent shareholder does not appear to be justified by the statute. If the Treasury had
the authority to regulate presumptive dividend treatment for transfers created by Section 7872, there is
presumably no reason why the Treasury could not similarly create a presumption that any payment to a more
than 5 percent shareholder is presumed to be a dividend. Of course, there is no such presumption for cash
payments. If the dividend presumption is a concern, a closely held company could instead provide the
shareholder-employee with a loan that provides for interest at the AFR. As interest payments become due, the
company could then increase the shareholder-employee's compensation to permit payment of the interest.
Such an arrangement would have the same effect as provided in the Section 7872 provisions (actual transfers
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would simply replace deemed transfers), but there would be no presumptive dividend. (A dividend risk still
exists, but there is no presumption that must be overcome with clear and convincing evidence.)

Small Loan Exception

There is no deemed transfer if the aggregate loan balances between the corporation and the employee do
not exceed $10,000. This exception applies to employer-employee loans as well as corporation
shareholder loans.

The aggregate loan balance includes all loans, even those providing for a fair rate of interest. Further, the
de minimis exception does not apply if one of the principal purposes of the loan arrangement is tax
avoidance [Sec. 7872(c)(3)]. Nonetheless, below-market loans not in excess of $10,000 to key employees
can generally avoid any adverse tax result.

OTHER NONCASH BENEFITS
Employee Relocation Assistance

Employee relocation assistance can take many forms, including assistance in the purchase and sale of
residences, moving expense reimbursements, and outplacement assistance.

Assisting in the Acquisition of a New Residence

Short-Term Residence Loans. The employer may offer a "bridge" loan to an employee who is purchasing
a new residence following a move. This type of loan can be particularly helpful if the employee has been
unable to sell a previous residence.

The preceding discussion with respect to below-market loans would be applicable. If the loan provides for
interest at or above the AFR, there are no tax consequences. If the interest rate is below the AFR, Section
7872 applies, but the loan should produce a "wash” if the proceeds are used to acquire a residence.

Assistance with Sale of Residence. The employer may also offer to protect the employee from market
risk associated with the sale of the previous residence. For example, the employer may guarantee the
employee that sale proceeds will equal (or possible exceed) the appraised value of the residence. A
payment under such a guarantee would be taxable compensation income to the employee, and deductible
by the employer.

If the employer purchases the residence at an agreed price, or through the exercise of a put option granted to
the employee, the employee would be eligible to use Section 121 to exclude the employer payments as
proceeds from the sale of a principal residence. Any gain or loss later realized by the employer would
probably be capital in nature, because the employer would not be in the trade or business of selling residences.
Example 6-2: Largeco grants Rex the option to "put" his residence to Largeco at a price of $145,000,
the appraised value of the home.
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After unsuccessful efforts to sell the home before his job transfer takes effect, Rex exercises the put
and sells the home to Largeco.

Possible Results:
•

If the put price is not in excess of fair market value (assume Rex simply could not wait to dispose of the
home at a fair price), there is no compensation involved, and Rex can exclude the sale proceeds under
Section 121.

•

If Largeco quickly sells the home at $140,000, the $5,000 loss would very likely be characterized as
capital in nature.
Example 6-3: Assume the same facts as in Example 6-2, except that Largeco simply agrees to
indemnify Rex for any loss from selling the home for less than the $145,000 appraised value.

If Rex sells the home for $140,000, Largeco will have to pay Rex $5,000.

In this case, Rex can only exclude the $140,000 actual sales proceeds, and the $5,000 payment will
be compensation income to Rex, and an ordinary business expense deduction to Largeco.

Outplacement Services
Working Condition Fringe. If the employer provides outplacement services to terminated employees, the
cost may be excluded from income as a working condition fringe. The reasoning would be that job search
costs are deductible if paid by the employee.

IRS View. The IRS has ruled that the working condition fringe exclusion is not available where the
expense incurred does not relate to the employer's business. Thus, outplacement services for finding
employment in a new firm were not working condition fringes [Ltr. Rul. 8913008].
In response to criticism, the IRS reversed its position in Revenue Ruling 92-69, IRB 1992-36. Outplacement
services are excluded from income if provided without regard to other termination payments or benefits. If
the services are provided in lieu of higher severance pay or some other termination benefit, then the value of
the services is not excluded from income, and is subject to all applicable payroll taxes. However, the
employee could claim a 2% miscellaneous itemized deduction for the value of any included benefit.

Basically, the employee is in constructive receipt if the outplacement service can be elected rather than
receipt of cash. Employees who reported outplacement benefits as taxable based on the 1989 ruling may
consider an amended return.

Medical Diagnostic Procedures

Ability to Discriminate. As mentioned in Chapter 5, self-insured medical reimbursement plans cannot
discriminate in favor of highly compensated employees. If they do, the highly compensated must include
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in income the value of any benefits received. An exception permits discrimination in providing medical
diagnostic procedures.

A closely held corporation can limit reimbursements for diagnostic procedures to selected employees
without creating a discriminatory plan. The benefits cannot be offered to spouses and dependents, and are
limited to procedures such as physical exams, X-rays, and blood tests [Reg. Sec. 1.105-11(g)].

Post-Retirement Medical Benefits

As mentioned in Chapter 5, Section 105 excludes reimbursements under an accident or health insurance plan.
Employees can include retired employees [Rev. Rul. 75-539, 1975-2 C.B. 45]. Thus, the employer can
continue to include a retired employee in an accident and health insurance plan, with the benefit qualifying for
the exclusion from income, subject to special nondiscrimination rules if the plan is self-insured.

Health Care for Nonspouse Co-Habitant

The exclusions under Section 105 (reimbursements of employee medical expenses) and Section 106
(employer contributions to health care plans) apply to employees, their spouses, and dependents. Many
individuals live with others who are not legally their spouses. As these arrangements become more
common, an increasing number of employees may seek to cover "domestic partners" under their health and
accident plans.

Is the Co-Habitant a "Spouse" or Dependent? The IRS has ruled that the ability to include nonspouse
co-habitants depends on local law. If the state does not permit common law marriages, then the co-habitant
cannot qualify as a spouse. If so, the only way to include such an individual in an employer plan would be
as a dependent. Section 152 permits a nonrelative to qualify as a dependent if the qualifications for
dependency status are otherwise satisfied, and:
•

The nonrelative lives in the taxpayer's home for the entire year; and

•

The living arrangement is not in violation of local law.

IRS Approves If Co-Habitant is a Dependent. The IRS ruled that health benefits provided to a
nonspouse co-habitant can be excluded from the employee's income if the co-habitant qualifies as a
dependent. This requires a review of local law to ensure the living arrangement is not in violation of law
[Ltr. Rul. 9034048 and 9603011].

Investment Counsel and Tax Services
An employee incurring expenses for investment counselling or for tax advice can generally claim a
miscellaneous itemized deduction, subject to the 2% of AGI limitation, for such expenses [Sec. 212]. A
working condition fringe exclusion applies only if the expenses would be deductible under Section 162 or
Section 167 if paid directly by the employee.
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Investment advisory services, or tax preparation and planning, can be valuable services to the employee. If
so, such services can be attractive fringe benefits when offered by the employer. However, the cost of the
services would be currently taxable to the employee.
These types of fringes should still be considered because the employee's cost would be limited to the value
multiplied by the employee's marginal tax rate. The taxable benefit would be part of the employee's
miscellaneous itemized deductions, and might create a tax benefit. (Services not qualifying under Section
212 would never create a tax benefit. Example: the cost of preparing a personal will.)

Example 6-4: Diane is a key employee of Nexxon. Nexxon agrees to pay $2,000 per year for
investment counsel and tax preparation services for Diane.

The value of the services will be currently taxable to Diane, but the true cost will be limited to the
tax cost of $2,000 of additional income.

Club Memberships
The 1993 Revenue Reconciliation Act generally eliminated any Section 162 deduction for "club dues." If
an employer reimburses the cost of club dues, the employer's payment may be excluded from the
employee's income as a working condition fringe if the employee could have deducted the payment. Thus,
most club due payments may not be excluded from income. Country club dues and airline and hotel clubs
are specifically included in the nondeductible category. However, regulations indicate that dues paid to
professional organizations and certain civic or public service organizations may still be deducted. Included
in the deductible category are groups such as the bar association, the AICPA or a state CPA society,
Kiwanis, Rotary, Lions, and related organizations. Thus, certain employer payments of club dues may still
be excluded as a working condition fringe. Club dues may also be excluded as a working condition fringe
even if paid to clubs in the nondeductible category if the employer does not deduct the payment.

Company-Provided Car
Business use of a company car qualifies for the working condition fringe exclusion. Personal use would
be compensatory. The working condition fringe exclusion requires that the employee be able to deduct
the item if paid for by the employee. Deductions attributable to business use of "luxury" automobiles are
limited.

How to Value Personal Use. Regulation Section 1.61-21 contains detailed rules with respect to the
valuation of an automobile for compensation purposes. These rules are far too complex to include here.
They include a variety of situations, including an employer-owned car used by one employee, a co-owned
automobile, and ride-sharing.

Generally, personal use can be valued in one of four ways:
•

Fair market value, based on facts-and-circumstances;

•

Fair market value as determined by use of the annual lease tables provided by the Treasury Department;
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•

The cents-per-mile approach, if the vehicle is used for business purposes on a regular basis, driven by
employees at least 10,000 miles per year, and is not valued in excess of the "luxury" car limit for the
year in question;

•

A special $1.50 each way value applies to van pools or ride-sharing by three or more employees. This
valuation rule is not applicable to certain key employees or highly compensated employees.

Car Phones. If an employer-provided automobile includes a cellular phone, the value of the phone should
qualify for the working condition fringe exclusion provided there is no personal use. Regulation Section
1.62-21(b)(4)(ii) treats a car phone as business property that need not be included in the value of the
automobile.
The working condition fringe exclusion, however, requires that the employee maintain whatever records
are necessary to support the exclusion (Sec. 162 deduction). A car phone is listed property subject to
special recordkeeping requirements. It is not clear whether the employee must satisfy the listed property
requirements to qualify for the exclusion, or if employer-mandated restrictions on personal use of the phone
would be sufficient.

Occasional Cab Fare. If an employee must use special transportation on an occasional basis due to unsafe
conditions, employer reimbursements can be valued at $1.50 each way. An example would be an employee
who typically commutes on public transportation, but must take a cab because of overtime demands.

The special rule does not apply if the benefit is not occasional, or if the transportation is not due to
conditions that would make it unsafe to use alternative transportation. "Occasional" is not defined, other
than that regular or routine use is not occasional [Reg. Sec. 1.132-6(d)(2)].

Frequent Flyer Miles
No Current Guidance. Many employees accumulate frequent-flyer miles from employer-paid business
travel, and use the miles for free personal travel. Some employers have adopted policies regarding the use
of such miles. The IRS has relegated this issue to a "study project," and there is no current guidance
available. There appears to be no current risk that the IRS would seek to tax use of frequent flyer miles,
unless the employee sells the accumulated miles for cash.
In Letter Ruling 9340007, the IRS held that an employee who received cash in exchange for frequent flyer
miles accumulated using employer-paid travel must recognize income. However, no information reporting
requirement was held to exist for airlines providing such awards because the airline would have no way of
knowing the proper tax treatment of the award.

The IRS came under attack in late-1995 when it issued TAM 9547001. This ruling held that employees
who were permitted to retain frequent flyer miles earned from business travel could be subject to tax
because the employer's travel plan did not qualify as an accountable plan. Because the frequent flyer award
was considered to be a purchase price adjustment of the cost of travel, employees who failed to "return" the
adjustment had not adequately accounted to the employer. Presumably the employee could credit the miles
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to the employer as a method of returning the excess reimbursement. The IRS is reconsidering the ruling
and does not appear to have any current plans to issue similar rulings.

Many Questions Can Arise. Airline pricing strategies are likely to create many related questions that
cannot be easily resolved. For example, American Airlines announced a program that provided a free
ticket to Japan, Europe, or Latin America to anyone purchasing a full-fare ticket to Europe or Japan.
Similar programs were offered by United and Delta Airlines.

Such full-fare tickets are generally more expensive than would otherwise be available.
•

If an employee purchases a full-fare ticket that is reimbursed by the employer, is the receipt of the free
ticket a taxable benefit? The answer is not clear.

•

If the employer offered to pay for the employee's spouse to fly on a business trip, the payment would
almost certainly be taxable to the employee.

•

Is there any difference if an airline offers a two-for-one fare, where the employee uses the extra ticket
for the spouse?

Further guidance is needed to resolve these issues.

Athletic and Theater Tickets
If the employer purchases athletic or other tickets, perhaps for a season, employees can be permitted to use
the tickets for personal purposes without recognition of income. Infrequent use of tickets would qualify for
the de minimis fringe exclusion. If an employee's use of tickets is on a more than occasional basis, then the
de minimis exception would not apply. This exclusion can be offered on a discriminatory basis without
affecting the tax result.

If an employee uses tickets for business purposes, the use would qualify for the working condition fringe
exclusion. Business use would need to satisfy the "directly related" or "associated with" provisions of
Section 274(a)(1)(A).

Occasional Supper Money

Employer-provided meals can qualify for the de minimis fringe exclusion provided they are offered on an
occasional basis for reasons such as working overtime. This exception would apply if the employer simply
provided employees with meal money or if the employer actually directly paid for the meal. The meal
allowance cannot be determined based on the number of hours worked. For example, a policy that an
employee receives $1.00 for every hour worked is not a de minimis meal allowance [Reg. 1.1326(d)(2)(C)].
To qualify as a de minimis fringe benefit, supper allowances must be received only occasionally and
because the employee must extend his or her normal workday. To determine whether an individual
employee's supper allowances are only occasional, an employer must maintain records of amounts paid to
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each employee. If one employee regularly works overtime and receives a supper allowance, such
allowance will not qualify as a working condition fringe. Another employee who only occasionally works
overtime and receives the allowance may qualify for the exclusion. If the employer has a reason to believe
that the exclusion will not apply to one or more employees, then wage withholding also applies to the
supper allowance.

Commuting Expenses

As mentioned above, occasional cab fare, transit passes, fare cards, or other transportation benefits can
qualify as a de minimis fringe exclusion. The monthly amount increased to $65 per month in 1998. Only
the excess amount is taxable.

Parking Expenses

The value of parking provided at or near the employer's business premises is a working condition fringe.
It makes no difference whether the employee rents or owns the parking space. A cash allowance is
excluded only to the extent it is actually used for parking. If the employer provides a general monthly
transportation allowance, the employee must provide some evidence of what amount qualifies for the
parking exclusion. This benefit can be provided on a discriminatory basis. This benefit is limited to
$170 per month. After 1997, the parking exclusion will be available even if the employee could have
received cash in lieu of the benefit.

Convention Travel
Travel by Employee. The working condition fringe exclusion would apply with respect to employee
travel for business purposes. If the employer provides the employee with an expense-paid trip as a reward
for performance, the value of the trip is compensatory.

Travel by Employee’s Spouse or Dependents. The same rules would apply to travel by a spouse or
dependents, except that such travel would almost certainly not be business travel. Thus, if the employer
pays for the cost of the travel, the value would be compensatory. A limited exception may apply if the
spouse is both employed by the party making the payment and the spouse's presence is motivated by a
business purpose, an extremely difficult hurdle to clear. Deductions may be available in a family business
when both spouses are employed by the business. However, the presence of both spouses must serve a
bona fide business purpose. A working condition fringe benefit exclusion may be available to the employee
for spousal travel if the employer does not claim a deduction for the spouse's travel costs.

Security-Related Services

Security as a Business Expense. Limited benefits related to providing personal security to employees may
be excluded as a working condition fringe. Services can include travel-related security, such as bullet-proof
glass on an automobile, or special air-travel necessitated by security concerns. The value of a chauffeur's
services can also qualify if the chauffeur is trained in evasive driving techniques and acts as a bodyguard.

121

TAXATION OF SPECIFIC NONCASH BENEFITS
What Constitutes a Valid Need for Security? All the above exclusions require a bona-fide reason for the
employee to need additional security. An example could be threats on the employee's life, or the lives of
similar employees, provided the threats are related to the employment relationship. Similarly, terrorist
activity, kidnap threats or threats of bodily harm are also reasons for security services to be provided.
Generally, a 24-hour security program must be provided, although this is waived if an independent security
review concludes a 24-hour program is not needed [Reg. Sec. 1.132-5(m)(2)].

Home Security Systems. A home security system necessitated by employment-related security concerns
may also qualify as a working condition fringe. The latest draft of regulations under Section 132 does not
include home security systems, although an earlier draft did.

One Concern: Home security systems cannot be depreciated, but must be added to the basis of the
residence. Thus, the requirement that a working condition fringe be an item that could be deducted under
Section 162 or Section 167 seems to be violated.
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FRINGE BENEFITS IN FLOW-THROUGH ENTITIES

INTRODUCTION

Overview

In the first six chapters, we discussed a variety of benefits available to owners and employees of closelyheld businesses. With limited exceptions, no mention was made of the availability of these benefits to
owners and employees of flow-through entities. This chapter will discuss special fringe benefit rules
applicable to partners and 2% owners of S corporations.

Special Partnership Treatment

Partners Are Not Employees. Partners are not employees of the partnership, but instead are treated as
self-employed individuals. Partnership tax law permits guaranteed payments made to partners to be
deducted by the partnership, creating essentially the same result as if the entity made a salary payment to an
employee. However, the payments are not subject to employment tax withholdings, and each partner is
responsible for payment of self-employment tax on net self-employment income from the partnership.
Because partners are not employees of the partnership, the partnership is not entitled to statutory tax
deductions available to employers who provide fringe benefits to employees. Of course, the partnership
will generally have employees in addition to partners, and employment-related deductions will be available
for payments made on behalf of the employees. Employment tax withholdings will also be required for
certain payments to employees.

Employee Status and Benefit Availability. Many of the benefits discussed in the first six chapters are
limited to a defined group of "employees." Certain provisions permit self-employed individuals to be
treated as their own employer, with the result that the benefit can be offered on the same terms as if the
individual was (legally) an employee. Other benefits are not available to the self-employed.

For many years, self-employed taxpayers have felt that the tax law discriminates against them, when benefit
availability is measured against corporate owner-employees. In fact, the existence of personal service
corporation statutes can be traced to a disparity in retirement benefits available to the partner as opposed to
a corporate owner-employee.

Tax Law Effects on the Choice of Entity. Over the past decade, a number of tax law changes have
affected the choice of entity:

•

The 1982 Tax Act (TEFRA) enacted changes designed to achieve rough parity between corporate and
noncorporate retirement plan benefits.
123

FRINGE BENEFITS IN FLOW-THROUGH ENTITIES
•

The 1986 Tax Act lowered tax rates in general, and for the first time, the maximum corporate tax rate
exceeded the maximum individual rate.
These changes reduced the incentive to select an
organizational form for tax reasons (lower rates reduce incentives), and changed incentives to tax
income at the entity level. However, the 1993 Tax Act has raised the tax ratio for high income
individuals, so this incentive has been restored.

•

The 1993 Revenue Reconciliation Act once again made individual tax rates higher than corporate rates.
C corporations thus become relatively more attractive after 1992 than before 1993, particularly to take
advantage of the 15% and 25% rate brackets.

•

All states have passed limited liability company statutes, providing an alternative to the corporate form
to satisfy the nontax objective of liability protection. Limited liability companies are structured to be
taxed as partnerships and members would thus be subject to limitations on fringe benefits as discussed
in this chapter.

Reduced incentives to incorporate created by the General Utilities repeal and expected growth in limited
liability companies should heighten practitioner interest in fringe benefit treatment to partnerships.
However, current legislative proposals in Congress may make it considerably easier to manage an election
under Subchapter S, increasing interest in the use of such entities.
The repeal of General Utilities, mentioned above, also increased interest in the use of an S election for
eligible corporations. The treatment of fringe benefits to owner-employees of S corporations is different
than that applicable to C corporations, and also deserves special attention by the practitioner.

Special S Corporation Treatment
S Corporation as a Partnership. Legally, a corporation is a corporation, without regard to the existence
of a special tax election under Subchapter S. An election under Subchapter S creates a special "hybrid" tax
entity — generally treated like a partnership, but also subject to some Subchapter C provisions. There are
two issues that relate to the treatment of fringe benefits in an S corporation:

•

Unlike a partnership, owners of an S corporation can be employees of the entity. Thus, both the entity
and the owner will be subject to the normal tax rules applicable to employers and employees.

•

For purposes of applying the fringe benefit rules of subtitle A of the Code, more- than-2% owners of an
S corporation are treated as partners of a partnership, and the S corporation is treated as a partnership.
Recall from Chapter 5 that subtitle A refers to Sections 1 through 1563 of the Code, thus including all
provisions discussed in this book [Sec. 1372(a)].

2% Owner Defined. Section 1372(b) defines a more-than-2% owner as any person owning, on any day
during the tax year, more than 2% of:
•

all outstanding stock of the corporation, or

•

the combined voting power of the corporation.
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The Section 318 attribution rules apply for purposes of determining ownership. Section 318 includes
(limited) family attribution, entity-to-owner attribution, owner-to-entity attribution, and option attribution.

Notice that the typical convention is to refer to a "2%" owner, which actually means a more-than-2%
owner. Because S corporations are statutorily limited to 35 shareholders, in many S corporations all
shareholders will meet the 2% test, particularly when attribution of ownership is considered.

Option Caution: In addition to the noncash fringe benefits discussed in this book, an S corporation
employer may grant stock options to employees. Such compensatory options generally do not create a risk
of a second class of stock under the single class of stock regulations [Prop. Reg. 1.1361 -1 (l)(4)(iii)(B)].
Section 318(a)(4) provides that an unexercised option to acquire stock shall be treated as outstanding stock
for attribution purposes. An employer combining noncash fringe benefits with stock option grants should
be wary of the effect of the unexercised options on the status of an employee as a 2% owner.

Tax Treatment of Benefits to 2% Shareholder. The IRS announced in Revenue Ruling 91-26 that
fringe benefits offered to 2% shareholders must be accounted for as wages. This means that applicable
withholdings are required.

Health Benefits Exempt From FICA. In Announcement 92-16, the IRS relied on Section 3121(a)(2) to
conclude that health plan benefits provided to 2% shareholders are exempt from FICA tax liability.

Distributions as an Alternative. If the entity provides the fringe benefit, it is not possible to report the
benefit as a distribution from the S corporation to the shareholder. However, the S corporation could
consider not offering the benefit at the entity-level; instead, the entity could make a distribution to the
shareholder who would purchase the benefit individually. This approach could avoid payroll taxes.
In deciding whether to have the benefit purchased at the entity or shareholder level, it is important to
consider whether there would be a cost differential. For example, many benefits are offered on a group
basis, and the entity could purchase the benefit at a lower cost than could the individual. The cost savings
of receiving a benefit through a group plan may well outweigh the tax savings of avoiding payroll taxes.

Chapter Organization

The purpose of this chapter is to relate each fringe benefit discussed in Chapters 1 through 6 to partners and 2%
owners of S corporations. Because 2% S corporation owners are treated as if they were partners, and the S
corporation as if it were a partnership, we will make no further distinction between these two forms of ownership.

APPLICABILITY OF FRINGE BENEFITS
This chapter will briefly review the tax treatment of each benefit as it applies to partners and 2% S corporation
owner-employees.
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Retirement Plans
The 1982 Tax Equity and Fiscal Responsibility Act (TEFRA) attempted to achieve rough parity between
corporate plans and noncorporate "Keogh" plans. However, a participant in a Keogh plan cannot borrow
money from the plan, while a corporate plan participant can borrow if the exception of Section 4975(d)((l)
applies. Sole proprietors and partners are also subject to greater restrictions on the amount that can be
contributed to a qualified plan, because the percentage contribution limitations are applied to "earned
income," which is defined as self-employment earnings reduced by the contribution.

Cafeteria Plans
Not Available to Partners. A cafeteria plan refers to a written plan under which all participants are
employees [Sec. 125(d)(1)(A)]. Self-employed individuals are not treated as employees for purposes of the
cafeteria plan provisions [Prop. Reg. 1.125-1, Q&A 4].

As a result, a cafeteria plan cannot be provided for partners or 2% S corporation owners. A plan can be
provided for employees satisfying the Section 125 definition. See Chapter 1 for a more detailed definition
of "employee" for this purpose.

Simplified Employee Pensions
Available to Partners. A simplified employee pension is not actually offered through a specific
employer plan, but rather through IRA accounts for each employee. The definition of an employer and
an employee for purposes of the SEP provisions is found in Section 401(c) [Sec. 408(k)(7)(A)]. Section
401(c) includes self-employed individuals as employees, provided the self-employed individual has
earned income for the tax year. Earned income is defined by reference to the self-employment tax
provisions, with minor modification.

Based on the definition of an employee, a partner or a 2% shareholder can participate in a simplified
employee pension on the same terms as other "employees."

Low S Corporation Salary Can Affect Retirement Contributions. Some S Corporation owner
employees are drawing very small salary payments to minimize payroll tax consequences. This strategy is
questionable under reasonable compensation guidelines, and is becoming a targeted issue for IRS audits.
Reduced salary payments will potentially affect the amount of retirement plan contributions that can be
made on behalf of the owner-employee.

401(k) Plans
Available to Partners. The Section 401(c) definition of an employee, which includes a self-employed
individual, applies for purposes of Section 401. Since 401(k) plans are described in Section 401, partners
can participate in 401(k) plans as if they were employees. Since there is no restriction on partner
participation, there is no restriction on 2% shareholders.
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The discussion in the previous section with respect to undercompensation of S corporation owner
employees would apply equally to 401(k) plans.

SIMPLE Retirement Plans
Available to Partners: The new SIMPLE retirement plans are available to the self-employed and will
therefore be available to partners and more than 2 percent S corporation shareholders. A SIMPLE may be
offered as an IRA for each employee or as part of a 401(k) plan.

Accident and Health Plans

Not Available to Partners. Section 105 excludes reimbursements of qualified medical expenses, and
Section 106 excludes employer contributions to an accident and health plan. Section 105(g) provides that a
self-employed individual will not be considered an employee for purposes of the Section 105 exclusion.
Section 106 does not specifically exclude self-employed individuals, but its close relationship to Section 105
should similarly exclude such individuals. (This "close relationship" does not mean it is only one code section
away.) Section 106 provides for contributions to employer accident and health plans, while Section 105 provides
for reimbursements under such plans. The definition of employee should be identical in each section.

Insurance Reimbursements for Sickness and Injuries
Available to All Taxpayers. Section 104(a)(3) excludes reimbursements for injuries or sickness received
from insurance, if not attributable to either pre-tax employee contributions or employer contributions. A
self-employed individual who purchases his own health insurance would exclude reimbursements under
this provision.

Self-Employed Health Insurance Deduction

A self-employed individual is entitled to deduct up to 45% (1998) of the health insurance premiums paid
on behalf of the individual, spouse, and dependents. This percentage will increase to 100 by 2007. This
deduction is claimed on Form 1040 as an adjustment to income. It is not available if the individual or the
individual's spouse is covered by an employer-subsidized health plan. Any amounts not eligible to be
reported as an adjustment to income are included on Schedule A with other medical expenses.

The deduction is also limited by the earned income of the self-employed individual. The individual's self
employment income is not reduced by the deduction. Salary income is earned income for a 2% shareholder
[Sec. 162(1)].

Deduction for Health Insurance Purchased for an Employee-Spouse

If a self-employed individual can justify employment of his or her spouse, a 100% deduction may be obtained by
purchasing health insurance for the employee-spouse. The health plan may cover the employee (that is, the
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spouse), the spouse of the employee (the self-employed individual) and dependents of the employee (the children
of the self-employed individual). See Letter Ruling 9409006 for an example of such an arrangement.

Educational Assistance Plans

Available to Partners. Employee is defined by reference to Section 401(c), which includes the self-employed
[Sec. 127(c)(2)]. Thus, partners and 2% shareholders can participate in an educational assistance plan.

This exclusion is scheduled to expire for undergraduate courses started after May 31, 2000.

Dependent Care Assistance Programs

Available to Partners. Employee is defined by reference to Section 401(c), which includes the self-employed
[Sec. 129(e)(3)]. Thus, partners and 2% shareholders can participate in a dependent care assistance program.

Certain Fringe Benefits
Available to Partners. The catch-all fringe exclusions found in Section 132 are available to partners and
2% shareholders. The following references support the availability of the Section 132 fringes:

•

Regulation Section 1.132-1(b)(1) provides that a partner providing services for a partnership shall be
treated as an employee of the partnership for purposes of:

— no-additional-cost-services; and
— qualified employee discounts.
•

Regulation Section 1.132-l(b)(2)(ii) provides that a partner providing services for a partnership shall be
treated as an employee of the partnership for purposes of the working condition fringe exclusion.

•

Regulation Section 1.132-1(b)(3) provides that a partner providing services for a partnership shall be
treated as an employee of the partnership for purposes of the exclusion for an on-site employerprovided athletic facility.

•

Regulation Section 1.132-1(b)(4) provides that for purposes of the de minimis fringe exclusion, an
employee includes any recipient of a fringe benefit.

Since 2% shareholders are treated the same as partners, each of the foregoing benefit provisions applies
equally to 2% shareholders.

Employer-Provided Meals and Lodging

Not Available to Partners. Although not specifically mentioned in this book, Section 119 permits an
employee to exclude the value of any meals and lodging furnished for the convenience of the employer.
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A partner is not eligible for the exclusion for meals and lodging furnished for the convenience of the
partnership [Wilson, 376 F2d 280 (Ct. Cl. 1967)].

The court reached this conclusion because a partnership is not a separate legal entity distinct from its
partners, and is therefore not capable of employing a partner. Thus, this decision can be read as saying that
except to the extent that a fringe exclusion provision specifically includes partners as qualifying employees
(by definition), a partner cannot qualify for fringe benefits available to employees (i.e., the common law
definition of an employee controls unless the tax statute provides otherwise).

Group Term Life Insurance
Not Available to Partners. Section 79 permits an exclusion for the value of up to $50,000 of group term
life insurance provided to an employee, and also provides special rules for the valuation of excess coverage.
Section 79 provides no clear definition of an employee.
The Wilson case, discussed above, could be read to exclude partners from the Section 79 exclusion in the
absence of statutory provision including them as employees. This is not necessary, since Regulation 1.79-0
defines an employee by reference to the withholding regulations, which use a legal definition. A partner or
a 2% shareholder would not be eligible for the exclusion of $50,000 of group term life insurance coverage.
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